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How to make tax-saving decisions in the 


purchase, sale, and ownership of real estate 


by Ropert D. STEEFEL 


Few fields offer the rich rewards in tax saving that are to be found in ownership of real estate. But 


to the less-than-expert (and we do mean expert) the variations, the interrelations, the possibilities, 


and the traps are overwhelming. 


This discussion analyzes the basic considerations the taxpayer 


should make: corporation, partnership, individual; cooperative, installment sale; the handling of 


depreciation and the estate-tax problem 


A SSUME YOU HAVE a Client with a piece of real estate 
+X to market. Should he sell it, lease it, keep it the 
way it is? Suppose he wants to buy some real estate— 
when is this the best thing to do? And how are these 
things done? 


Advantages of selling 


If your client sells at a profit after holding property 
for at least six months, his income tax is confined to a 
capital gain of 25%; if he leases the property, the rent 
received will be fully taxed as ordinary income. Fur- 
thermore, if during the year of the sale he receives 
30% or less in cash and a mortgage for the balance, 
he has made an “installment sale’—his capital-gains 
tax will be spread over the life of the mortgage and 
he will pay it year by year in proportion to the amount 
of cash received during the year of the sale and the 
amount of cash received each year thereafter as amor- 
tization on the mortgage. A word of caution: If your 
client is classified by the taxing authorities as a “dealer,” 
his profit on sales of property is treated as ordinary 
income and not as capital gain. By and large, dealers 
are persons who buy property with the intention of 
reselling same in the foreseeable future and do not 
intend to hold the property for investment. This applies 
particularly, but not exclusively, to one who buys a 
tract of land with the intention of subdividing and 
reselling subdivided lots. Because there has been so 


much controversy with regard to persons who buy 
vacant land, a recent change in the Code makes one 
who buys vacant land and resells it to five purchasers 
or less not a dealer, and his gain is capital. On the other 
hand, if he subdivides and sells to more than five 
purchasers, he is treated as a dealer and his gain is 
ordinary income. 

Where your client owns a piece of property that is 
yielding him a very handsome income, he is also doubt- 
less paying a very handsome income tax on that 
income. He may feel that when he is through with his 
taxes he is getting very little benefit out of the very 
productive piece of property. There are at least two 
things he may do. He may find a purchaser who is 
willing to pay him a very high price for the property 
if he is obligated to pay only a small amount of cash, 
and he will take back a large purchase-money mort- 
gage. The mortgage may be a long-term mortgage, 
perhaps a self-liquidating mortgage, for a period of 
twenty or twenty-five years; the interest rate will be 
low because the seller does not want to receive much 
ordinary income. As a variation on the foregoing, the 
purchase-money mortgage, instead of providing for a 
fixed amortization payable over a period of twenty or 
twenty-five years, may call for a minimum fixed amor- 
tization with a percentage feature, whereby the owner 
is obligated to pay a large percentage of the net cash 
flow to the seller by way of amortization. Under either 
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plan the seller has succeeded in converting the fully 
taxable income that he receives each year to capital 
gain, taxable at 25%. It is true that he will have sold 
his property and at some future date when the mort- 
gage has been paid off in full he will have nothing left; 
but under certain circumstances he may be better off 
to have nothing coming in after twenty-five years and 
be able to retain 75% of what he is getting in the 
meantime, if he is fortunate enough to he in a 75% 
bracket. As Judge Lehman said in a very famous case: 
“The law presumes that most people are interested in 
what they can receive in the here and now—not in the 
hereafter.” In many cases only a charitable corpora- 
tion or a person with large deductions or losses can 
afford to buy property under these conditions, because 
if the amortization on the mortgage is substantially 
higher than the depreciation, the purchaser may find 
that when he gets through paying this heavy amortiza- 
tion, plus large income taxes, he will have nothing left 
for himself. In fact, he may even come out minus. 
This does not apply to a charity because it does not 
pay income taxes, nor would this problem arise if the 
purchaser has large deductions or losses. 


Sale and leaseback 


A popular modern plan is to sell and lease back. 
The owner sells his property; the purchaser gives him 
back a long term lease; the original owner continues 
to operate the property and collect the rents from the 
occupying tenants. He merely has changed his position 
from being an owner of the fee to the holder of a lease- 
hold. In addition, of course, he has received the pur- 
chase price for the sale of the property, which he can 
invest elsewhere. He has also changed his tax position. 
The money that he has received on the sale of the 
property is taxable at only 25%. He no longer must 
pay the full income tax on the entire rental income of 
the property, because he is entitled to a deduction 
against this income for the amount of rent that he must 
pay to the purchaser of the property. He now pays full 
income tax only on the profit that he makes from the 
sub-rentals over and above the rent that he pays to 
the owner of the property. This is a variation of the 
type of sale discussed above. There, the owner con- 
verted all his ordinary income into capital gain. On 
the sale and leaseback he has straddled. He gets the 
capital gain but he also keeps some rental income. This 
is a matter for careful calculation. The price paid on 
the sale, the terms of the purchase-money mortgage, 
if any, the amount of basic rental that your client pays 
to the purchaser, all must be carefully considered. 
When transactions are worked out shrewdly, your 
client can, in effect, have his cake and eat it too. He 
has received the purchase price of the property; he 
also receives a part of the rental income; and if the 
property is well-managed and enhances in value, his 
lease likewise enhances in value, so that he has not 
lost his opportunity for future capital gain, and at 


some time in the future, if he wishes, he can sell his 


leasehold at a profit and realize another capital gain. 


This is one of the many plans that have been adopted 
by our leading real estate operators. 

Warning: If the sale price or the rental on the lease- 
back is wholly out of line, the government may con- 
sider the transaction a sham, and the tax consequences 
may be changed by the Revenue Service. This is par- 
ticularly true in two situations: 

1. If the seller, in addition to taking back a lease, 
also retains an option to repurchase the property at 
anything near the price at which he sold it, then the 
transaction will be scrutinized with the greatest of 
care, and unless the price and rent are thoroughly 
justified, the transaction may not stand up. 

2. Where the property is sold at a loss and the seller 
takes back a lease, the government will examine the 
transaction very carefully. If the government feels that 
the sale price was lower than the market price, because 
of the favorable lease, it will not allow a deductible 
loss. 

Where the property has been held for so many years 
that it is fully depreciated the owner will have no 
depreciation left to offset against income and his tax- 
able income will be high. If the owner is a corporation 
it may be worthwhile to dissolve the corporation and 
pay immediately a capital-gains tax. The stockholders 
of the corporation then will have a new tax base, 
measured by the market value of the property at the 
time of dissolution. They can take depreciation predi- 
cated upon this new tax base, thereby cutting down 
on the amount of ordinary income tax they must pay 
each year. But there are not many people who have 
the courage, or who are willing, to make an immediate 
capital-gains-tax payment in order to save on their 
current income tax over the years. 

The same thing can be accomplished if the owner is 
an individual. He can sell to a corporation at the 
current market value and incur an immediate capital 
gain. 


Advantages of leasing: owner’s viewpoint 


If the client is enjoying a high depreciation deduc- 
tion, it may be better for him to keep the property and 
not sell, but lease it. In some unusual cases the depre- 
ciation factor is so high that it will offset not only all the 
income of the particular property in question but also 
part of the other income of the owner. 

Let us suppose that the taxpayer is elderly, retired, or 
perhaps a widower who is not earning a large income. 
He is interested in security and a good comfortable 
income to live on. Here it may be very much to his 
advantage to divorce himself from the responsibility of 
running the property and from the speculative ele- 
ments involved, and to lease the property to a strong 
tenant on a long-term lease, at a return which usually 
varies from 7% to 10%. If the depreciation factor is 
large enough, he may be able to receive that income 
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either wholly or substantially tax-free. If he sold the 
property, where else could he buy himself that kind 
of tax-free income? If his tenant is a strong tenant— 
and he should see to it that he is—he undoubtedly can 
enjoy this income for the rest of his life. By the same 
token, when the lease expires his heirs will still own 
a piece of property, perhaps enhanced in value, which 
they can then sell if they choose. If the property has 
gone up in value and his heirs sell, their capital-gains 
tax will be much less than his would have been. Let us 
assume that he bought the property in 1950 for $100,- 
000. If he sold it in 1955 at $150,000, he would have to 
pay a tax on the $50,000 profit plus a tax on the amount 
of depreciation he took during those five years. If, 
however, he leases the property in 1955 and dies in 
1960, and the property is then worth $200,000, at his 
death it acquires a new tax base of $200,000, and if his 
heirs sell thereafter they only have to pay a capital- 
gains tax on the amount they realize in excess of $200,- 
000. On the other hand, if he sold during his lifetime, 
he would have to pay a tax on his adjusted cost, which 
is $100,000, minus all the depreciation that he had 
taken while he owned the property. 

For the right person, here is another plan that can 
be advocated. Taxpayer mortgages the property for 
75% of its value. The money that he receives from the 
lending institution is his, tax-free, because no tax need 
be paid when you borrow money. Of course, he will 
have a dummy on the bond, and he is as well off cash- 
wise as if he had sold the property at 100% of its then 
value, and paid 25% out in taxes; he still has the prop- 
erty and he has the same amount in cash that he would 
have had if he had sold. He continues to enjoy the 
income from the property, he continues to get his 
deduction for depreciation, and he also gets a deduc- 
tion for the interest on his mortgage. In addition to 
that, he now has the cash which he can put to work 
elsewhere, earning more money. 


Advantages of leasing: lessee’s viewpoint 


First and foremost, the money paid out in rental is 
a full deduction from your income. 

Often it is possible to acquire a lease with an option 
to purchase. Here it is possible to wait and see whether 
it is more advantageous to continue as a tenant or to 
exercise the option to purchase and become an owner. 

Any bonus or premium paid to acquire the lease or 


[Robert D. Steefel, a graduate of the Harvard Law 
School, is a partner in Stroock & Stroock & Lavan, 
New York law firm. He has been governor of the Real 
Estate Board of New York, Inc., chairman of its legis- 
lative committee and of its arbritation committee. He 
has been also a member of the real estate committee 
of the Bar Association of the City of New York. This 
article is based on a paper delivered before the Real 
Estate Board of New York] 


any improvements made on the property may be 
written off or amortized as a deduction during the 
life of the lease. Warning: If you take a lease for 
twenty-one years with various renewal options, and if 
the government determines that the rental payable 
under those renewal options is so favorable that in all 
likelihood the tenant will exercise the options to renew 
when the time comes, then these costs of the tenant 
must be spread, not over the twenty-one years of the 
original lease term, but over the tota: number of years 
of the original lease term plus the years covered by the 
renewal options. If these write-offs during the original 
lease term are an important part of the transaction, 
and they frequently are, it is important that the renewal 
options be carefully worded so as not to run this risk. 


Advantages of buying 


If the taxpayer becomes an owner, he then has the 
advantage of being able to deduct depreciation from 
his income. Under the new Code, depreciation with 
respect to certain types of property has been consider- 
ably liberalized. There are now a variety of types of 
depreciation which can be taken, on real estate as on 
other property. This deserves thoughtful attention 
when one buys property. 

Interest on purchase-money mortgage or other loans 
are a deduction. 

The owner has an asset—real estate—which is avail- 
able for resale at a capital gain. In this day when 
everyone seeks capital gains, there are usually poten- 
tial customers if someone wants to resell. While it is 
true that you can usually resell a leasehold, there is 
always a larger supply of persons ready to pay a 
vapital-gains price for a fee than there is for a lease- 
hold. 

Furthermore, upon resale at a profit the capital-gains 
tax is 25%. A loss is fully deductible from ordinary 
income. In other words, if you win you have to pay 
only 25% to Uncle Sam; if you lose Uncle Sam will 
make good, during a period of five years thereafter, 
a large proportion of your loss. 

There is another situation which has never been 
adequately exploited by the real-estate men. A personal 
holding company, which usually receives the major 
part of its income from dividends on stocks or interest 
on bonds, has possibilities. Many individuals have 
family corporations or other corporations which are 
personal holding companies. Under our tax laws all 
the income of a personal holding corporation must be 
paid out to the stockholders in dividends or a sub- 
stantial penalty is incurred. Very few stockholders find 
it to their advantage to have all the income of a corpo- 
ration paid out in dividends, because this results in a 
tax to the corporation and then a tax to the individuals. 
But if that personal holding company owns real estate, 
and if 50% or more of its gross income is derived from 
rents from tenants (other than one who owns 25% or 
more of the stock of the corporation ), it ceases to be a 
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personal holding company, the penalties disappear, 
and it can, within reasonable limits, accumulate a sur- 
plus. This is a field which should be given further 
investigation. There may be many such corporations 
which need badly to own real estate and to receive 
rental income. 


Syndicates diversify ownership 


With the high prices of real estate prevailing today, 
most investors do not have enough money to buy a 
first-class piece of real estate by themselves. As a result, 
several people started joining together and found that 
many of their friends wanted to join with them. As a 
result, the so-called syndicate purchase of real estate 
has become quite popular. Many of our largest build- 
ings are today owned in syndicate form. 

Some syndicates are incorporated and the investors 
then follow the stereotyped pattern of becoming stock- 
holders in a corporation. However, the large majority 
of syndicates have been partnerships rather than corpo- 
rations. The tax implications of syndicate ownership 
are very few. Ownership in partnership form from a 
tax point of view is substantially the same as owning 
the property yourself individually, with substantially 
the same consequences. 

One of the great advantages of corporate ownership 
is the limit of the liability of the individuals. But this 
can be accomplished to a considerable extent by a 
partnership. Most of these syndicates are in the form 
of limited partnerships. That means that the liability of 
some of the partners in the venture is limited to the 
amount of capital that they have invested (just as it 
is in a corporation ). In addition to this, there must be 
general partners who have unlimited liability. Usually 
the syndicate manager and one or two others of his 
immediate associates are the general partners who 
control the management of the operation and have 
the basic liability. The other investors are limited 
partners, and frequently their share of the profits is 
somewhat lower than the share enjoyed by the man- 
aging general partners, who are taking the greater risk. 
[t is important that the limited partnership be cor- 
rectly set up because if it bears too close a resemblance 
to a corporation it will be taxed like a corporation, even 
though it is labelled a limited partnership. This would 
defeat the entire purpose. 


How to save on inheritance taxes 


Another plan, which is not unusual, calls for the 
older generation to put up the money and become the 
limited partners, and their children to put up little or 
no money and be the general partners. In such a 
set-up it is usually agreed that the share of profits that 
the limited partners are to receive is strictly limited 
and most of the profits are to inure to the benefit of 
the younger generation. As a result, if the property 
enhances in value, the gain will inure to the benefit 
of the second generation and will not be subject to 
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inheritance taxes in the estates of the older generation 
when it dies. This is a very important factor to remem- 
ber for all types of real-estate transactions. It is equally 
valuable where there is a corporate set-up. Frequently 
the moneyed older generation will lend money to the 
corporation or take preferred stock, and the common 
stock will be owned by their children. In this way a 
whole generation of inheritance taxes is saved. Further- 
more, the income is spread into the hands of several 
people and is thus taxed in lower brackets. 


Advantages of corporate ownership 


The difference between the earnings of the corpora- 
tion and the income taxes paid constitutes the earned 
surplus of the corporation. This frequently can be 
accumulated by the corporation as long as one is care- 
ful to avoid what the tax laws describe as “unreason- 
able accumulation.” Frequently, these surplus earnings 
are again invested in other real estate or other prop- 
erty, and the process may be continued. Eventually the 
stockholders of the corporation may sell their stock 
and will pay capital-gains rates; they will not have 
been obligated to pay an individual income tax at their 
individual brackets. 

Once upon a time it was customary for an investor 
to invest a mere pittance for his capital stock and lend 
the balance of the money to the corporation, which is 
repayable on demand. Under today’s tax regulations, 
it is not safe to invest less than 25% of your total cash 
for stock. The balance may be loaned to the corpora- 
tion, provided the loan has a fixed maturity with a 
realistic interest rate. These loans may be repaid by 
the corporation out of its earnings, and in this manner 
the investor may draw out 75% of his investment with- 
out paying any tax. The chance for double tax thus 
is confined only to the remaining 25% which is 
invested for stock. After the loans have been fully 
repaid, any further distributions out of earnings will 
be treated as a dividend and taxable to the recipient, 
but it is seldom found necessary to make a substantial 
distribution in the form of dividends. The corporation 
may pay reasonable salaries,.may pay interest on the 
aforesaid loans, and in one form or another the stock- 
holders usually are able to receive from the corporation 
such distributions as they desire without the necessity 
of double taxation. Up until a year ago the greatest 
danger of double taxation came at the time of the 
sale of the property. Certain court decisions had laid 
down straitjacket rules which in many instances 
resulted in double capital-gains tax in case of sale, once 
to the corporation and again to the stockholders when 
the corporation was dissolved and the money distrib- 
uted to the investors. In other words, this amounted 
approximately to a 45% tax. This has been changed by 
the 1954 Code, and in case of a sale by the corporation 
of its real estate there will be no double tax if the corpo- 
ration is dissolved within twelve months after the 
adoption of the plan of liquidation. 
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Ordinarily, when a corporation is dissolved and the 
property is distributed to the stockholders, the stock- 
holders must pay a capital-gains tax on the difference 
between the cost to the stockholders of their stock and 
the fair market value of the property when distributed. 
This has made very difficult dissolution of a corporation 
with greatly appreciated property, because the stock- 
holders usually are unwilling to pay this capital-gains 
tax when they are receiving no substantial benefit as 
a result of the dissolution. A few years ago, however, 
a new section was added which permits the dissolution 
of a corporation without the payment of this capital- 
gains tax, and in such event, the property distributed 
to the stockholders acquires the same cost basis as the 
stock owned by the stockholders. When the stockholder 
thereafter sells, his capital gain will be the difference 
between his original cost for his stock and the amount 
he receives upon the sale. In the event of such a so- 
called tax-free dissolution, two taxes may be payable: 
(a) if the corporation has an accumulated earned sur- 
plus, then the amount of this earned surplus, when 
distributed to the stockholders on dissolution, is taxable 
as part of their ordinary income; and (b) if the corpo- 
ration has cash in excess of its earned surplus, this 
excess of cash is taxable to the stockholders at capital- 
gains rates. 

Generally speaking, corporate ownership affords 
substantial opportunity for flexibility. There are many 
legitimate plans that may be devised to minimize or 
postpone the payment of taxes. It has been my obser- 
vation that postponed taxes are seldom paid! 


Why corporate ownership is decreasing 

Up until a few years ago corporate ownership was 
overwhelmingly preferred, but the tax laws are getting 
rather tough on corporations and they were dealt a 
body blow recently by a provision in the new Code on 
collapsible corporations. When this section was origi- 
nally drafted it was intended to apply only to corpora- 
tions that built buildings or substantially altered them, 
and it was provided that if any such property were 
sold within three years after the building was com- 
pleted, the sale would be ordinary income rather than 
capital gain. This law, however, has been amended, 
and is now so ambiguous that many tax lawyers fear 
it may apply to real-estate corporations, whether or not 
they have been engaged in a building operation. If 
this interpretation is sustained by the courts, no corpo- 
ration owning real estate can safely sell that real 
estate for three years after acquisition, nor can a stock- 
holder owning stock in a corporation sell all or any 
part of the stock for three years after the corporation 
acquired the property, without being subjected to the 
hazard of paying a tax at full income rates instead of 
at capital-gains rates. The section mentioned previously 
which permits a corporation to sell its property and 
dissolve within twelve months without double tax does 
not apply if the corporation is a collapsible corporation, 


for which the hazard of a double tax remains. The 
future of this section is hard to predict. As the public 
becomes more and more aware of its implications, 
pressure probably will be brought to bear upon the 
legislature to amend it substantially. For the time 
being, however, the problem still exists. 

Under certain circumstances stockholders are anx- 
ious to withdraw money or property from the corpora- 
tion for their own needs and they find it difficult to do 
so without paying an additional tax. In the typical 
situation, stockholders are satisfied not to take out the 
money or the property, but circumstances do arise 
from time to time where a withdrawal becomes desir- 
able. At that time corporate ownership becomes a tax 
burden. 


Individual ownership 


Some of the advantages of individual ownership are 
encompassed in discussion of the disadvantages of 
corporate ownership outlined above. Furthermore, 
some people want their money or assets in their own 
hands where they can deal with it at any time as they 
please, without being subject to additional tax compli- 
cations or risks. They are willing to pay the price of 
higher taxes year by year as ordinary income in order 
to have no lurking pitfalls. This is particularly true if 
the individual is not in the high brackets himself. Of 
course, if he is in a high bracket he pays a very heavy 
penalty for individual ownership, because every dollar 
of net income from the property each year must be 
taxed in his highest bracket. 

For this reason, if individual ownership is preferred, 
it is important to obtain the type of investment where 
the current income may not be so large but which 
offers appreciable opportunities for future capital 
gains. This is very important. One wealthy man 
bought for cash a large tract of land, well located, in 
Scarsdale. He got no income from the property. It cost 
him money each year because he had to pay the real- 
estate taxes, but those real-estate taxes really cost him 
very little because they were a deduction from income 
taxes. Over the years he has sold off that property in 
building lots at very substantial capital gains. As ex- 
plained before, under the modern concept of a dealer 
this would not be a wise investment, unless the in- 
vestor, in subdividing, sold to not 
purchasers. 


more than five 


Cooperatives are often a good thing 


The urge for capital gains has induced many owners 
of apartment houses to sell to the tenants on a coopera- 
tive basis. A man who owns an apartment house, 
instead of receiving rents can sell the property to co- 
operative owners, either for cash, or for part cash and 
part mortgage. Thereby his receipts, instead of being 
subject to ordinary income tax, are subject only to a 
capital-gains tax. The impact of the rent laws has also 
been a motivating factor in popularizing cooperatives. 
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The original cooperative purchaser’s proprietary rent 
is usually no higher, and often is lower, than the rent 
he was paying before the building became cooperative. 
Furthermore, he is entitled to a deduction from income 
taxes for his proportionate share of the real-estate taxes 
on the building and the interest paid on the mortgages, 
which usually amounts to about 40% of his proprietary 
rent. This is one of the few opportunities by which 
part of one’s living expenses can be deducted from 
income taxes. To appreciate what this means, let me 
use an example. Let us assume a very fine apartment 
which rented for $7,500 a year. Let us further assume 
that the proprietary rent, now that it has become 
cooperative, is $6,000 a year. The deduction is 40%, 
or $2,400. If the owner is one of those individuals 
whose top tax bracket is 667/;%, his is worth $1,600; 
deducting this from $6,000, the real rent is $4,400 as 
against the former rent of $7,500. 


Co-op owners have troubles too 


If the owner of stock in a cooperative apartment 
corporation sells that stock at a profit, he incurs a 
capital gain; but if he sells the stock at a loss, since 
it is a private residence, he will not be privileged to 
deduct that loss, unless he had converted the use of 
the apartment to business use before the sale. Convert- 
ing to business use means subletting the apartment 
without again occupying it. Even if it has been so 
converted to business use, and even if the owner is 
entitled to deduct the loss, he gets credit only for a 
capital loss and not, as in the case of the sale of 
business real estate, for an ordinary loss. 

The craze for cooperative apartments may go too 
far, just like many other crazes. A corporation is 
regarded as a cooperative corporation under the 
income tax law only if at least 80% of its gross income 
is derived from proprietary tenants who either occupy 
or have the right to occupy an apartment in the 
building. If the time comes when schemes are really 
shams, and this law is observed in form but not in 
substance, the tax authorities probably will not recog- 
nize the owner-tenants as cooperative tenants entitled 
to the deductions described above. When a coopera- 
tive is in the process of being formed the entrepreneur 
usually does—and should be required to—guarantee 
that at least 80% of the apartments will be acquired 
by individuals, not corporations, who will either occupy 
the apartments or have the right to occupy them. If 
the purchasing tenants do not receive this assurance 
they may lose the major benefit of cooperative owner- 
ship, from a tax point of view. This point should be 
watched with great care. 

Cooperative hotels bring new problems 

Since cooperative apartment houses demonstrated 
their popularity, some ingenious people have tried 
cooperative hotels. So far as_I know, only two of 
them now exist-Hampshire House and the Sherry- 


Netherland Hotel. The Ritz Tower and the Lombardy 
are being developed. This now presents a new set of 
problems: 


1. The 80% rule must be watched very closely. Rent 
received from stores, restaurants, concessions, and 
other public portions of the building cannot exceed 
20%. This writer recently succeeded in obtaining a rul- 
ing that if the restaurant tenant, through financial 
losses, abandoned his lease, the cooperative corporation 
can form a subsidiary corporation and take over the 
operation of the restaurant, and the receipts will not be 
considered within the 80%. But if, in the first instance, 
the cooperative corporation had formed its own sub- 
sidiary to take over the operation of the restaurant, or 
if the cooperative corporation itself operated the 
restaurant, the receipts of the restaurant operation 
would constitute income to the corporation with regard 
to the 80% rule. 


2. A hotel usually maintains some transient apart- 
ments, These cannot be owned by the hotel, or again 
the receipts will constitute income to the cooperative 
and the 80% rule will be violated. These transient 
apartments are owned by one or more of the coopera- 
tive tenants, who sublet the apartments, presumably 
at a profit. 


3. These subletting proprietary tenants have their 
own tax problems. The amount that they receive from 
subtenants is ordinary income. They can deduct their 
proprietary rent, as well as any other ordinary expenses 
that they may incur in connection with the subletting, 
just as in the conduct of any other business. If a 
proprietary tenant does not sublet all the time, but 
occupies the apartment himself part of the time and 
sublets it for the rest, then it is likely—although I 
know of no authority as yet—that an appropriate pro- 
ration will take place, based upon the portion of the 
year that his apartment is devoted to business purposes, 
and the portion devoted to his own occupancy. 


Making the most of real estate 


You must get to know your client and his tax situa- 
tion so that the deal can fit into his needs. The tax 
advantages or benefits may be more important to him 
than many other more basic real-estate features of the 
property. Many of these arrangements could be called 
contrived. That does not make them improper in any 
sense if they are realistic and if realistic prices and 
values are used. But, just because in some cases they 
are contrived, they are vulnerable unless realistic 
values are used. Basically, it is important to know the 
nature of your client’s problems and the kinds of deals 
that can be worked out; then a good sharp pencil 
becomes the solution to the problem. Much arithmetic 
must be employed to determine which arrangement 
will be the most profitable. * 
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New retirement provisions try to equalize 


taxed and tax-free income 


rFVHE IDEA OF retirement income as 
i envisaged by Section 37 of the 1954 
Internal Revenue Code is that the tax- 
payer’s working days are about over 
and that he is living on the income from 
what he accumulated during those 
days: rents, dividends, interest, pen- 
sions, and annuities. The Senate Fi- 
nance Committee report states that the 
retirement income section is designed to 
eliminate the differential between per- 
sons receiving non-taxable social se- 
curity and other federal retirement ben- 
efits and those receiving benefits which 
are includible in gross income. 

The law provides that an individual 
who has received earned income before 
the beginning of the taxable year shall 
be allowed as a credit against the tax 
an amount equal to the retirement in- 
come multiplied by the rate for the 
first $2,000 of taxable income. Section 
37(c) says retirement income means: 

1. In the case of an individual who 
has attained the age of 65 before the 
close of the taxable year, income from— 

(a) pensions and annuities, 

(b) interest, 

(c) rents, and 

(d) dividends, o 

In the case of an individual who 
has not attained the age of 65 before 
the close of the taxable year, income 
from pensions and annuities under a 
, to the 
extent included in gross income with- 
out reference to this section, but only 
to the extent such income does not rep- 


public retirement system 


resent compensation for personal serv- 
ices rendered during the taxable year. 

The definition of retirement income 
contained in 37(c) allows teachers, 
firemen, policemen, or federal employ- 
ees who are retired before reaching 65 
a credit for their pensions but not for 
such items of income as dividends, in- 
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terest, or rents. Subsection (f) says that 
this income must come from a USS. 
Government retirement system or fund. 
Retirement income must be included 
in the gross income of the taxpayer. 
For example, the first $50 of dividends 
received could not be included in re- 
tirement income since it is not in- 
cluded in the gross income of the tax- 
payer. Rent received is to be included 
at the gross amount before any deduc- 
tion for expenses and costs. No compen- 
sation for currently-rendered personal 
services may be included. The same in- 
come may qualify for retirement in- 
come which also qualifies for dividends 
received, partially tax-exempt govern- 
ment interest, and foreign tax credits. 


How far does it go? 


Subsection (d) provides: “. . . The 
amount of retirement income shall not 
exceed $1,200 less (1) in the case of 
any individual, any amount received by 
the individual as a pension or annuity 
—(A) under title II of the Social Se- 
curity Act, (B) under the Railroad Re- 
tirement Acts of 1935 or 1937, or (C) 
otherwise excluded from gross income, 
and (2) in the case of any individual 
who has not attained the age of 75 be- 
fore the close of the taxable year, any 
amount of earned income in ex- 
cess of $900 received by the individual 
in the taxable year.” 

In determining the amount of the 
deduction from the $1,200 for a pension 
or annuity received, the part of the 
pension or annuity that is excluded 
from gross income because it represents, 
in effect, a return of capital or tax-free 
proceeds of a like nature is also ex- 
cluded from the deductions applied to 
the $1,200. Hence, amounts excluded 
from gross income under the provisions 
relating to annuities, life insurance pro- 


ceeds, beneficiaries of employees’ trusts, 
and employees’ annuities (Sections 72, 
101, 402, and 403, respectively) are 
neither included in gross income nor 
do they reduce the retirement income 
credit. In a similar category are pen- 
sions in the nature of disability pay- 
ments under workmen’s compensation 
acts and by reason of service in the 
Armed Forces and amounts received 
as benefits under accident and health 
plans (Sections 104 and 105). 

Following along social security lines 
as to what will reduce benefits payable, 
all earned income by a person under 
75 years of age during the taxable year 
in excess of $900 serves to reduce, 
dollar for dollar, the credit. Therefore, 
if a taxpayer earns $2,100 or more dur- 
ing the taxable year, he can get no 
retirement income crédit. 

The retirement income credit may 
not exceed the income tax which would 
otherwise be payable; it cannot produce 
a refund to the taxpayer. 


Variations in rules 

In community property states, it is 
possible for husband and wife to get 
two retirement income credits or a 
maximum tax credit of $480 if either 
spouse had $1,200 of earned income 
for each of any 10 years prior to the 
taxable year, and the other require- 
ments are met. Current community 
income would be allotted between the 
spouses and each would compute the 
credit. This applies to both joint and 
separate returns. 

Subsection (h) eliminates 
dent aliens from benefits of the credit. 

Section 6014(a), which allows the 
taxpayer to elect to have the Secretary 
or his delegate compute the tax when 
the gross income is less than $5,000 and 
income other than wages does not ex- 
ceed $100, precludes the credit for 
retirement income. Of course, the tax- 
payer would not stand to lose much 
as he would not have over $100 of 
retirement income. 

Once it is determined that a taxpayer 
has retirement income, the next step is 
to see if he also can meet the earned 
income qualifications. 

Section 37(b) and (g) says: “. . . 


nonresi- 


[James P. Ould, Jr., CPA, is a partner 
in the public accounting firm of Burn- 
ham and Ould, Lynchburg, Virginia. 
His article is based on a paper pre- 
sented at the Tax Conference at the 
University of Virginia last year.] 
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An individual shall be considered to 
have received earned income if he has 
received, in each of any 10 calendar 
years before the taxable year, earned 
income . . . in excess of $600.” “. 
The term ‘earned income’ has the mean- 
ing assigned to such term in Section 
911(b), except that such term does 
not include any amount received as a 
pension or annuity.” “A widow or 
widower whose spouse had received 
such earned income shall be considered 
to have received earned income.” 
Section 911(b) says: “For purposes 
of this section, the term “earned income’ 
means wages, salaries, or professional 
fees, and other amounts received as 
compensation for personal services 
actually rendered, but does not include 
that part of the compensation derived 
by the taxpayer for personal services 
rendered by him to a corporation which 
represents a distribution of earnings or 
profits rather than a reasonable allow- 
ance as compensation for the personal 
services actually rendered. In the case 
of a taxpayer engaged in a trade or 
business in which both personal serv- 
ices and capital are material income- 
producing factors, under regulations 
prescribed by the Secretary or his dele- 
gate, a reasonable allowance as com- 
pensation for the personal services 
rendered by the taxpayer, not in excess 
of 30 per cent of his share of the net 
profits of such trade or business, shall 
be considered as earned income.” 
“Earned income” serves in a two- 
fold capacity in the interpretation of 
the statute. First, the earned income of 
prior years determines whether the tax- 
payer is eligible for any credit; second, 
earned income over $900 during the 


taxable year reduces the credit. 

The earned income requirement for 
prior years should not be too difficult 
for the average former working person. 
Most anyone who has worked for 10 
years would have made $600 per year. 
The 10-year time limit corresponds to 
the 40 quarters of social security cover- 
age needed to be permanently covered. 
And a person in a business in which 
sapital as well as services is a material 
income-producing factor would have 
made $2,000 in each of any 10 years 
before he retired. Note that the statute 
says 10 calendar years not taxable years. 
Both husband and wife may qualify, 
and a widow or widower whose spouse 
had previously received such earned 
income shall be considered to have re- 
ceived such income. Of course a widow 
or widower would have to meet the 
other requirements of the section; i.e., 
be 65 or over, have current retirement 
income, etc. It is only the earned 
income that is imputed to the survivor. 

A housewife who never worked, or 
did not earn $600 a year for her serv- 
ices in each of at least ten different 
years, is entitled to no retirement in- 
come credit (as long as her husband 
is alive). If she was a partner with her 
husband in a_ business, contributing 
capital but no services, no part of her 
share of partnership income could be 
regarded as “earned income.” 

If both capital and services are 
“material” income-producing factors, 
earned income is a reasonable amount 
for services not to exceed 30% of the 
net income of the business. As Section 
911(b) seems to have been lifted al- 
most verbatim from Section 116(a) (3) 
of the 1939 Code except that the “20 





1. The entire amount of profes- 
sional fees are earned income where 
much of the work was done by assist- 
ants but supervised by the principal. 
This also applies to professional fees 
of a partnership. Mim. 3802, IX-1 
CB 121, 1930. Reaffirmed GCM 
9716, X-2 CB 304, 1931. 

2. Earned income was _ recom- 
puted on the basis of what appeared 
reasonable in the circumstances, 
after disallowing a part thereof. 
Municipal Securities Co., 4 TCM 
120, 1945. The taxpayer has the 
burden to prove the amount of 
earned income. It is not automatic. 





SOME DECISIONS CONCERNING “EARNED INCOME” 


3. Insurance agent’s commissions 
are earned income. Fred C. Sanborn, 
19 BTA 495 (Acq.) Appeal to 
CCA-1 dismissed, Oct. 28, 1930. 

4. On sale of a partnership inter- 
est and partnership assets, the profit 
is not earned income, although the 
partnership interest was acquired for 
personal services rendered in a prior 
year. Glasser v. Alexander, (DC) 8 
Fed. Supp. 197, 1934. 

5. The 20% (now 30%) limita- 
tion should be applied to the profits 
from a business without reduction 
for losses in another business. GCM 
6563, VIII-2 CB 186, 1929. 
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per centum” of his share of the net 
profits became “30 per cent,” presum- 
ably the cases decided under old Sec- 
tion 116 would have weight in inter- 
preting earned income in the new law. 


Sec. 1232 ends loopholes 


in taxation of retired bonds 


Unper the 1939 Code, when a corpo- 
rate or government bond in registered 
form or with coupons attached was 
retired, the transaction was treated as 
a sale or exchange. Harvey M. Grant, 
CPA, who practices in Worcester, 
Massachusetts, points out that the only 
prerequisite for sale or exchange treat- 
ment was that bonds be registered or 
have coupons attached. If the bonds 
were not registered at the issue date, 
they could be at any time prior to 
maturity and before March 1, 1954. 
Uncertainties arose as to the status of 
the proceeds of sale when the bond 
was originally issued at a discount. In 
most cases the transaction created a 
capital gain for the holder of the bond, 
irrespective of the fact that the issuing 
corporation received an ordinary de- 
duction in the form of interest expense 
for the excess of the redemption price 
over the issue price. 

The new law (Section 1232), effec- 
tive for bonds issued after 1954, elimi- 
nates the registered or coupon form 
requirement. Further, it removes all 
doubt by providing that any gain 
attributable to the original issue dis- 
count will be taxed as ordinary income, 
and any excess will be considered as 
capital gain. Congress apparently an- 
ticipated numerous loopholes in this 
section, and has attempted to seal them 
by making its own definitions. 

1. Original issue discount means the 
difference between the issue price and 
the stated redemption price at maturity. 
In determining this amount all optional 
call dates and amounts are to be 
ignored. 

2. Issue price means the initial offer- 
ing price at which a substantial amount 
of such bonds are sold to the public. 
The public does not include bond 
houses or brokers, and the insertion of 
“substantial amount” is intended to dis- 
courage any attempt to rig an artificial 
price in an isolated sale to avail a more 
favorable tax treatment. 

3. Issue date for bonds registered 
with the Securities and Exchange Com- 
mission will be the first date the issue 
is offered to the public at the issue 
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price. This date will be the same for 
all bonds in any one issue. 

Congress has also been specific in 
spelling out the formula to be used in 
determining the pro-rata share of orig- 
inal issue discount for the taxpayer 
who sells or otherwise disposes of 
bond before maturity. The discount 
is to be apportioned over the entire life 
of the bond, from issue date to maturity 
date. Remember that this section only 
applies to bonds issued at a discount, 
only to bonds whose interest is taxable 
in the hands of the recipient, and only 
to bonds which are capital assets in the 
hands of the holder. 


Records important in 
standard-deduction gimmick 


Just apout every tax publisher in the 
country recently has been making a big 
to-do about the trick of getting a small 
tax break for individual taxpayers 
through maneuvering the standard de- 
duction. It goes this way. One year you 
minimize all the deductions you can: 
charity, medical and dental, tax pay- 
ments— everything that would normally 
be deductible. Then in that year you 
take the standard deduction, which, 
the theory goes, is greater than your 
itemized deductions that year. Next 
year you maximize all these expenses, 
picking up all you slighted this year, 
and maybe picking up a few from the 
following year. This gives you a whop- 
ping total of expenses, much more ad- 
vantageous to you than the standard 
deduction. 

Many taxpayers have been doing this 
for years. The IRS doesn’t particularly 
like this kind of thing, but there isn’t 
much they can do about it except ex- 
amine more closely the itemized ex- 
-penses claimed as a deduction. 

We haven’t any complaint about use 
of this device. We just want to add a 
word to the taxpayer to be meticulously 
careful with his records, cancelled 
checks, receipts, etc., in the years he is 
loading. * 


Insurance company started 
to offer variable annuities 


THE TAX BENEFITS claimed for the vari- 
able annuity type of insurance are now 
to be available through a new com- 
pany organized for this purpose, the 
Variable Annuity Life Insurance Com- 
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pany of America, 1832 M Street, N.W., 
Washington 6, D.C. Considerable furor 
has been raised recently by efforts to 
make these variable annuities legal in 
several states. Generally their legaliza- 
tion is opposed by old-line insurance 
companies. For further details, see dis- 
cussion in 2 JTAX 92. 

The life annuity consists of a series 
of payments at regular intervals 
throughout the life of a person, ex- 
hausting both the capital and its in- 
come and involving the use of mortality 
tables. The capital in a variable life 
annuity is invested in equities (in part 
or entirely), and the annuity payments 
vary in amount to reflect the investment 
experience of the fund. 

Such annuities have been used 
many pension plans, and are available 
to college teachers through the College 
Retirement Equities Fund, but this is 
the first time they have been made 
available to the general public through 
an insurance company. 

The tax angle is this: by buying a 
variable annuity the annuitant puts his 
money into an equity fund (likely to be 
sensitive to changes in purchasing 
power of the dollar). Where his own 
investments would be taxable on every 
turn-over to him, the insurance com- 
pany can accumulate capital for his 
proportionate share without his paying 
personal income tax on it. 


Serious consequences can 
follow signing spouse’s name 


Mot INDIVIDUALS are still not suffi- 

ciently impressed by the need to 
use a certain amount of punctiliousness 
in dealing with their tax affairs. One 
hazard to which very many taxpayers 
are exposed is the consequences of im- 
proper signing of a joint return. Ly- 
brand, Ross Bros. & Montgomery have 


recently pointed out (in their Tax Sup- 
plement) that the Tax Court holds 
that a husband’s return signed by his 
wife, with his knowledge and oral 
authorization, is not a return. 

Such a holding has two unpleasant 
and serious consequences, the account- 
ing firm continues: (1) the taxpayer is 
subject to the severe delinquency penal- 
ties imposed for failure to file a return; 
and (2) the statutory period of limita- 
tion for assessment (ordinarily three 
years from the date of filing) never be- 
gins to run, and tax deficiencies and 
penalties may, therefore, be assessed at 
any time. 

The court cases are valuable because 
they refresh the minds of taxpayers and 
their advisers as to the importance of 
procedural details, and impress upon 
them the folly of taking chances with 
such problems, when in the ordinary 
case tax returns could be executed prop- 
erly with only slight inconvenience to 
the taxpayers. 

A separate return or declaration of 
estimated tax may be signed by a per- 
son other than the taxpayer, only if the 
taxpayer is ill or is out of the country 
for at least 60 days prior to the filing 
date. Even in such cases, the taxpayer 
must file a written power of attorney 
on Form 935 or a general power which 
gives the other person specific authority 
to sign. These rules have always been 
strictly applied for separate returns. 

In the case of joint returns, where 
circumstances make it undesirable or 
inconvenient for each spouse personally 
to sign, the Treasury provides a simple 
form (Form 936) which may be filed 
by the nonsigning spouse to authorize 
the other spouse to prepare, sign, and 
file a joint return or declaration for 
any specified taxable year as his or 
her agent. There is no requirement that 
the spouse signing the Form 936 must 
be ill or out of the country. 





Support payments under Florida court 
order don’t become “alimony” on Reno 
diverce. Taxpayer's wife, in a support 
action in Florida, had his real property 
turned over to a receiver and the in- 
come paid to her. In the same year, 
taxpayer got a Reno divorce. The rent 
income, the court holds, was the tax- 
payer's. Nor can he deduct the pay- 
ments to his wife as alimony; they were 


not made in connection with the Nevada 
divorce but only because of the Florida 
action, which was not connected with 
the divorce. Furthermore, the tax- 
payer's legal expenses in contesting the 
receivership related primarily to the 
wife’s support action and were not 
deductible. Tressler, CA-9, 11/10/55. 


Husband can deduct arrearages of pre- 
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1942 alimony. [ Acquiescence.] In 1949 
taxpayer's wife received some $28,000 
in installment payments on $100,000 
arrearages of alimony for 1933 to 1947. 
The Tax Court held that this amount 
was taxable to her, saying it was im- 
material that the payment was for 
years prior to 1942, when the law first 
provided for the taxability of alimony. 
[CA-2 affirmed 4/18/55.] The Com- 
missioner acquiesces in the husband’s 
case; he is permitted to deduct the pay- 
ments. Holahan, 21 TC No. 57, acq. 
IRB 1955-52. 


Nonresident alien wife neither quali- 
fies nor disqualifies spouse as head-of- 
household. The Code provides that a 
taxpayer is not treated as married if his 
spouse is a nonresident alien. A tax- 
payer cannot qualify as head of house- 
hold unless he supports a dependent or 
an unmarried descendant in his home. 
A taxpayer who maintains a home for 
himself and his nonresident alien wife 
is not a head of household. If he also 
supported there a dependent, or unmar- 
ried descendant, or unmarried stepchild, 
he would be. Rev. Rul. 55-711. 


Can't deduct legal fees for property 
settlement in divorce action. In an ac- 
tion brought by his wife for divorce, 
taxpayer engaged counsel to insure 
that any property settlement in the 
alimony agreement would not jeopard- 
ize his control of a corporation from 
which he received substantial salary and 
dividends. He sought to deduct the 
portion of the legal fees allocable to 
the property settlement as an expense 
necessary for the protection or main- 
tenance of property held for the pro- 
duction of income. The court denies the 
deduction; the expense was incurred 
in a situation which primarily and 
essentially involved personal relation- 
ships and _ personal considerations. 
Bowers, 25 TC No. 56. 


Can't deduct loss on ballistics labora- 
tory: it's a hobby. Taxpayer, a gradu- 
ate engineer, came into a large inheri- 
tance and opened a ballistics labora- 
tory, on which he lost money every 
year from 1936 through 1953, the time 
of the Tax Court hearing. In 1948 and 
1949, the laboratory had income of 
$700 and $2,500, and expenses of $19,- 
000 and $21,000, respectively. The 
Commissioner disallowed these losses 
as not being connected with a trade or 
business, and the Tax Court agreed. 


Affirmed: the evidence showed that a 
profit motive, the essential requirement 
of a business, was missing. White, CA- 
6, 12/16/55. 


Income of half estate’s community 
property taxable to survivor. In Wash- 
ington and California, and in all com- 


munity-property states having similar 


community-property laws, the estate of 


a deceased spouse should not be re- | 


garded as embracing the whole of the 
community property. The surviving 
spouse continues to own a one-half 
share and is taxable on the income from 


it. Rev. Rul. 55-726. 


Good Government League’s political 
activities held not substantial. Tax- 
payer, an ex-mayor of Cincinnati, was 
a contributor to the Hamilton County 
Good Government League in which he 
took an active part. The League op- 
erated the “Cincinnati Forum of the 
Air,” prepared and distributed material 
of public interest, urged the public to 
vote, and called attention to registra- 
tion and voting dates. It also endorsed 
candidates for political office and spon- 
sored or opposed legislation, but the 
taxpayer testified that this constituted 
less than 5% of the time and effort 
devoted to the League’s activities. In 
view of this uncontested testimony, 
the court holds that the League’s politi- 
cal activities were not “substantial” and 
the contributions thereto were deduct- 
ible under Section 23(0)(2) of the 
1939 Code. Seasongood, CA-6, 12/- 
14/55. 


Can't deduct payment to trustee to 
insure donors’ lives for charity. Tax- 
payer subscribed to a college fraternity 
building fund by paying in $450 in 
1950 which he deducted as a charitable 
contribution. The subscription agree- 
ment provided for a trust and author- 
ized a trustee to purchase life insur- 
ance on taxpayer’s life with the trustee 
irrevocably designated as beneficiary. 
The trustee was directed to disburse 
the insurance proceeds to a designated 
charity. The court could not find that 
as a result of taxpayer’s payment the 
charity acquired in 1950 any greater 
interest than a mere expectancy de- 
pendent upon the insurance provisions 
of the trust agreement continuing un- 
altered or unamended, and accordingly 
held that the $450 payment was not 
deductible as a charitable contribution. 
Awrey, 25 TC No. 77. 
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A Cooperative 
Effort to 
Help the Small 
Accountant 


Are you losing clients because you 
cannot afford to give them the 
service they demand?... the kind 
of service that other Certified 
Public Accountants are giving their 
clients today? 


It’s easy for the large accounting 
firms to bring their clients top- 
flight thinking on vital new develop- 
ments. They’ve got the money to 
spend on it the contacts to 
secure the information ... the staff 
of employees to do it with. 


But what about YOU? The life- 
blood of your public practice is 
your ability to hold on to clients 
once you have aequired them. 
Unless you are there with NEW 
ideas, plans for profits and savings, 
alert and helpful service, you are 
liable to find your clients turning 
to others for help they SHOULD 
get from YOU. 


In the past, there wasn’t very 
much you could do about it. 
The cost of source material, edi- 
torial time and printing was pro- 
hibitive as an individual project. 
But now, through membership in 
the CLIENT INFORMATION 
BULLETIN Cooperative Group, 
you can get real help at a cost 
which puts it within reach of even 
the smallest practitioner. 


But why not see for yourself? 
Try it for a month or two. We 
send it to you folded and ready for 
mailing. You simply enclose your 
business card and mail. Minimum 
order 50 copies per month at 
$15.00 monthly plus postage. Addi- 
tional copies, in lots of 10, available 
at 10¢ per copy per month. Or, 
write for a free sample issue. 


CLIENT INFORMATION BULLETIN 
COOPERATIVE GROUP 
Dept. JT36-C 
444 Madison Avenue, New York 22, N.Y. 
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Supreme Court finds ordinary income in 


futures related to business income 


by ABRAHAM J. BRILOFF 


In the Corn Products case, just decided by the U.S. Supreme Court, gain from 


commodity futures trading which was not a true hedge was found to be ordinary. 


Analyzing the result of this decision requires consideration of the Fulton Bag case 


and its effect on the Lifo taxpayer. The resulting picture is by no means clear, 


though these cases, plus Makransky, all point in the direction of closing a possible 


loophole 


T WO RECENT COURT DECISIONS should 

go far to ease the burdens of the 
taxpayer (or his advisers) who may be 
called upon to determine the tax con- 
sequences stemming from trading in 
commodity futures. 

The decision of the Supreme Court 
of the United States in the Corn Prod- 
ucts Refining Company, November 7, 
1955, tells us how “untrue” a hedge 
may be and still be deemed a “true” 
hedge (at least for tax purposes). The 
Fulton Bag and Cotton Mills decision 
(22 TC 1044) permits a Lrro taxpayer, 
also, to characterize his futures opera- 
tions as “hedges.” 


Essence of Corn Products decision 


_ In Corn Products the Supreme Court 
had granted certiorari on two questions: 

1. Are transactions in commodity 
futures which are not true hedges capi- 
tal transactions? 

2. Are commodity futures contracts 
“securities” and thus subject to wash- 
sale provisions of the Code? 

The Supreme Court’s decision on the 
first question made unnecessary its con- 
sideration of the latter question. This 
question is still with us. 

The Corn Products Company ap- 
pealed from a decision of the Second 
Circuit (215 F. 2d 513) which upheld 
two decisions by the Tax Court favor- 
able to the government (11 TCM 721 


and 16 TC 395). The Court holds these 
“hedging” activities of Corn Products 
were closely related to its ordinary busi- 
ness, and that the gain resulting was 
taxable as ordinary income. 

The background, as stated by the 
Supreme Court, was a not unusual 
situation. “The corporation, in its busi- 
ness, uses large amounts of corn, often 
as much as 170,000 bushels a day. The 
maximum amount which could be 
stored by the taxpayers was a three 
week's supply, so it purchased corn 
futures on an exchange whenever the 
price was satisfactorily low and held 
such futures until it could be ascer- 
tained whether there would be a crop 
shortage. Then the futures would be in 
part liquidated if, and when, need for 
retaining them ceased. This method was 
followed each season. While the com- 
pany had future sales commitments, 
these were of an unfixed character (the 
price called for was the lower of the 
order price or the market price prevail- 
ing on the delivery date). Thus, the 
long futures contracts, coupled with 
the physical sales on the price basis 
outlined above, resulted in the Com- 
pany being protected against rises in 
the price of corn but was not similarly 
protected against declines.” 

Because of increases in corn prices, 
the company’s 1940 and 1942 futures 
operations resulted in a gain of some 


$800,000. To avoid excess profits tax 
on this. gain, taxpayer urged that the 
futures purchases were not hedges be- 
cause there was no true counterbalanc- 
ing position. 


Makransky case and “true hedging” 


On this issue, the Corn Products Re- 
fining Co. placed great emphasis on 
the decision of the Tax Court in 
Makransky (5 TC 397, 1945) which 
was affirmed by the Third Circuit in 
1946 (154 F.2d 59.) This earlier case 
involved a well-known manufacturer of 
men’s suits. At the outbreak of World 
War II (September 1939) the Com- 
pany, believing that the prices of 
woolens would go up substantially, 
bought substantial contracts for March 
1940 wool tops. The taxpayer planned 
to take delivery in the spring of 1940, 
convert the wool into fabric and use it 
in the manufacture of the fall 1940 
line. However, at the close of 1939 it 
was apparent that wool would be in 
plentiful supply and, further, that the 
tops which would probably be tendered 
in March would not be suitable for 
men’s suits. Therefore the company sold 
the futures contracts in February 1940 
at a substantial loss. 

Offhand, it would appear that the 
manufacturer intended to assure itself 
of a supply of materials to be utilized 
in normal manufacturing operations, 
and that the transaction was not spe- 
culative. Nevertheless, the Tax Court 
determined that the transaction was 
not a hedge and that the loss was 
capital. The reason for the Tax Court's 
holding was that at the time the com- 
pany took its long position in the 
futures market there was no counter- 
balancing position. As noted, the Third 
Circuit affirmed. 


Makransky doctrine ignored 


In its Corn Products decision the 
Supreme Court ignores the decision of 
the Third Circuit in Makransky. In 
discussing Corn Products’ position, the 
Court said: 

“Both the Tax Court and the Court 
of Appeals found petitioner’s futures 
transactions to be an integral part of 
its business designed to protect its 
manufacturing operations against a 
price increase in its principal raw mate- 
rial and to assure a ready supply for 
future manufacturing requirements. . . . 

“|. . We find nothing in this record 
to support the contention that Corn 
Products’ futures activity was separate 
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and apart from its manufacturing 
operation. On the contrary, it appears 
that the transactions were vitally im- 
portant to the company’s business as 
a form of insurance against increases 
in the price of raw corn. Not only were 
the purchases initiated for just this rea- 
son, but the petitioner’s sales policy, 
selling in the future at a fixed price 
or less, continued to leave it exceed- 
ingly vulnerable to rises in the price of 
corn. Further, the purchase of corn 
futures assured the company a source 
of supply which was admittedly cheaper 
than constructing additional storage 
facilities for raw corn. Under these facts 
it is difficult to imagine a program more 
closely geared to a company’s manu- 
facturing enterprise or more important 
to its successful operation. . 

“.. , Petitioner also makes much of 
the conclusion by Tax Court and the 
Court of Appeals that its transactions 
did not constitute true hedging. It is 
true that Corn Products did not secure 
complete protection from its market 
Under its sales policy pe- 
titioner could not guard against a fall 
in prices. It is clear, however, that 
petitioner feared the possibility of a 
price rise more than that of a price de- 
cline. It therefore purchased partial in- 
surance against its principal risk, and 
hoped to retain sufficient flexibility to 
avoid serious losses on a declining 
market.” 


operations. 


Contrary holding would open loophole 

The concluding paragraph of the 
opinion contains a rationalization of the 
Court’s decision: 

“Moreover, it is significant to note 
that practical considerations lead to the 
same conclusion. To hold otherwise 
would permit those engaged in hedg- 
ing transactions to transmute ordinary 
income into capital gain at will. The 
hedger may either sell the future and 
purchase in the spot market or take 
delivery under the future contract itself. 
But if a sale of the future created a 
capital transaction while delivery of the 
commodity under the same future did 
not, a loophole in the statute would be 
created and the purpose of Congress 
frustrated.” 


What is a capital asset? 

The Court’s comment here may well 
be of greater significance to tax practi- 
tioners than the holding itself. [Note 
that it reflects the unanimous thinking 
of the Supreme Court (Justice Harlan 


did not participate in the consideration 
or decision) .] 

“Nor can we find support for peti- 
tioner’s contention that hedging is not 
within the exclusions of Section 117 (a). 
Admittedly, petitioner’s corn futures do 
not come within the literal language 
of the exclusions set out in that section. 
They were not stock in trade, actual 
inventory, property held for sale to 
customers, or depreciable property used 
in a trade or business. But the capital 
asset provision of 117 must not be so 
broadly applied as to defeat rather than 
further the purpose of Congress (Bur- 
net v. Harmel, 287 U.S. 103, 108). 
Congress intended that profits and 
losses arising from the every-day opera- 
tion of a business be considered as or- 
dinary income or loss rather than capital 
gain or loss. The preferential treatment 
provided by Section 117 applies to 
transactions in property which are not 
the normal source of business income. 
It was intended ‘to relieve the taxpayer 
from . . . excessive tax burdens on 
gains resulting from a conversion of 
capital investments, and to remove the 
deterrent effect of those burdens on 
such conversions’ (Burnet v. Harmel, 
287 U. S., at 106). Since this section 
is an exception from the normal tax re- 
quirements of the Internal Revenue 
Code, the definition of a capital asset 
must be narrowly applied and its ex- 
clusions interpreted broadly. This is 
necessary to effectuate the basic con- 
gressional purpose. This Court has al- 
ways construed narrowly the term 
capital assets in Section 117. See Hort 
(313 U. S. 28, 31); Kieselbach (317 
U. S. 399, 403).” 


The wash-sale issue 

With respect to the wash-sale issue 
(the issue the Supreme Court was not 
called upon to resolve) let us revert 
to the decision of the Second Circuit. 
There, the company maintained that 
such losses as were sustained in years 
prior to 1940 should be added on to 
its basis for futures contracts entered 
into and liquidated at a profit in the 
years 1940-1942. The taxpayer was 
relying on the decision of the 6th Cir- 
cuit in Trenton Cotton Oil Co. (147 F 
2d 33 1945) to the effect that the 
wash-sale provisions were applicable to 
commodity futures transactions. The 
circuit court in Corn Products found 
itself unable to agree with that (Tren- 
ton Cotton Oil) decision. The Court 
said that such wash-sales provisions do 
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not apply because: (a) commodity 
futures transactions are not “shares of 
stock or securities” and (b) the new 
contracts are not “substantially identi- 
cal” with any prior contract, even 
though quantity involved in each is 
identical. 


Hedging and Lifo 


In Fulton Bag the question was 
whether a taxpayer on the Liro basis 
of valuing inventories could be al- 
lowed hedging losses. The underlying 
problem which was before the court 
in that case can be illustrated by the 
following hypothetical transactions of a 
cotton-goods manufacturer who in- 
ventories his cotton on the Liro basis: 


10/1/55 buys 50,000 Ibs. @34, 
takes delivery 

sells 50,900 Ibs. @34, 
short ( March ’56 cotton ) 


10/1/ to 


manu- above cotton into 
12/19/55 = fac- cloth and sells it 
tures at price based on 


cotton cost of 35¢ 


50,000 Ibs. March 
cotton at 35¢ to 
close out short sale 
of 10/1/55 
12/21/55 buys 50,000 lbs. @35¢ 


sells 50,000 lbs. @35¢ 
short (May ’56 cotton) 


12/20/55 buys 


Inasmuch as the manufacturer is on a 
Liro basis, his profit attributable to the 
cotton utilization would be zero (the 
December 21 purchase being matched 
against the December 20 sale). The 
inventory would be carried at 34 cents 
a pound (the cost of the earlier acquisi- 
tion). The problem before the court 
was: Should the loss of 1¢ a pound on 
the close out of the March 1956 con- 
tract be allowed as a 1955 deduction. 

It is to be noted that the crux of the 
problem lay in the fact that if the loss 
on the futures is allowed for 1955, and 
the gain on the actuals is not reflected 
for 1955, there would be an apparent 
distortion of 1955 income, whereas 
hedging is supposed to create a balance 
and thereby presumably avoid distor- 
tions of annual income. 

Nevertheless, the Tax Court in the 
Fulton Bag case approved just such an 
apparent distortion, and the Commis- 
sioner, by announcing his acquiescence 
in this decision of the Court, now con- 
curs. 


Fulton Bag and Cotton Mills 


The company was engaged in the 
manufacture of paper, burlap, and 
cotton bags; it manufactured most of 
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the cotton cloth used in the bags. Its 
cotton fiber inventory (including the 
cotton fiber content of its processed 
goods) aggregated some 47,000 bales 
in the year 1946. The inventory on the 
Liro basis was valued much below the 
price at which spot cotton was selling 
in October and November 1946. 

In the fall of 1946, the corporation’s 
executives were concerned over the 
cotton the company held at the risk of 
the market. There was a feeling that 
prices were too high. Consequently the 
management decided in October- 
November 1946, to hedge by selling 
cotton futures aggregating 21,400 bales, 
equal to about half of the physical cot- 
ton fiber in inventory. 

Thereafter (principally in June and 
July 1947) the corporation liquidated 
its short position by buying in contracts 
on the Exchange. Between November 
1946, and July 1947 the price of cotton 
rose appreciably and the Fulton Bag 
Co. lost about $400,000 on the future 
contracts. The Commissioner argued 
that this loss should not be deductible 
because the taxpayer had used the Liro 
method for the valuation of its inven- 
tories. He pointed out that the tax- 
payer’s books would not reflect the ap- 
preciation in the value of the physical 
inventory; therefore, the loss on the 
futures related to such physical inven- 
tory should not be recognized. 


The Court's finding 


The Court made the following ulti- 
mate finding of fact: “(Taxpayer’s) 
transactions in cotton contracts during 
the period here involved were directly 
related to its business of the manufac- 
ture and sale of cotton bags, and were 
entered into by petitioner for the sole 
purpose of providing insurance against 
the possibility of market decline in the 
value of its inventory of raw cotton, of 
goods in process, and of finished goods 
unsold. They constituted hedging trans- 
actions rather than speculation.” In the 
opinion it said: 

“Respondent (the Government) ar- 
gues, on brief, that petitioner had no 
risk against which to hedge since it 


[Attention of readers is invited to the 
author’s article on accounting aspects of 
commodity trading in the New York 
CPA, October 1954, page 606; also to 
the author's discussion of taxation of 
commodity trading generally in the 
1955 Commodity Year Book, p. 31, pub- 
lished by Commodity Research Bureau.] 
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valued its inventory on the so-called 
Liro method, intended the continued 
use of such method and the mainte- 
nance of a constant physical level of 
closing inventory each year; and that, 
ergo, petitioner’s transactions in cotton 
futures were not true hedges, but to 
the contrary, were sheer speculation. 
Reduced to its essence, respondent’s 
contention, as we understand it, is that 
any taxpayer regularly employing the 
so-called Liro method, which taxpayer 
also intends, and does, in fact, maintain 
a constant level of closing inventory 
each year, by reason thereof, stands no 
risk of ever sustaining a business loss 
caused by fluctuation of the market, and 
that any transactions by such a taxpayer 
in futures of the commodity in which it 
regularly deals must a fortiori be spec- 
ulation. We agree neither with respond- 
ent’s conclusion nor with the premise 
upon which it is based. . . .” 

“In application, where a taxpayer 
ends the year with the same level of 
inventory with which it began, the so- 
called Liro method, it is true, would 
not reflect a loss, nor for that matter a 
gain, upon the user’s books of account. 
But, it does not logically follow that a 
gain or loss may not, in fact, have ac- 
tually been realized by such taxpayer. 
All of which is to say that the Liro 
method is no guarantee against the haz- 
ards of business, and the use thereof 
does not, in and of itself, insure the 
user against the realization of an actual 
gain or loss. . . . The method of ac- 
counting employed by a taxpayer has 
no bearing whatever upon, and, in fact, 
is an irrelevant factor in determining 
whether certain transactions on the com- 
modities market constitute a true hedge” 
(emphasis supplied). 

While there are interesting questions 
in this sphere of taxation still to be 
debated and resolved in the future, the 
Corn Products and Fulton Bag decisions 
do, nevertheless, permit the following 
conclusions with near certainty: 

1. If futures operations are in a com- 
modity related to the taxpayer’s normal 
business operations, and are on a con- 
tinuing, regular basis, such transactions 
will in all probability be deemed ordi- 
nary (rather than speculative) where 
the futures transactions anticipate a sub- 
sequent transaction in the physicals. 
This is the probable result even where 
the taxpayer is on Liro. 

2. Even where the futures operations 
are non-recurring, if a particular trans- 
action is in a commodity related to the 


normal operations of the business, and 
a counterbalancing spot position pre- 
vails throughout the time the futures 
contract is open, the profit or loss would 
be ordinary, whether or not the taxpayer 
is on Liro (Stewart Silk Corp., 9 TC 
174 (1947) G.C.M. 17322, XV-2, CB 
151, Fulton Bag & Cotton Mills). 


Problems still facing us 


There are still some problems in the 
taxation of commodity futures trading. 

1. Is the Makransky decision still 
valid? If so, where the futures opera- 
tions are in a commodity related to the 
taxpayer’s normal business operations, 
but do not counterbalance a prevailing 
spot position or are not carried on con- 
tinually, there is a distinct possibility 
that the transaction will be capital or 
speculative (as in Makransky). A tax- 
payer confronted with a significant loss 
of this type should take whatever steps 
may be possible before closing out the 
futures contracts to enhance the possi- 
bility of treating it as an ordinary loss. 
He should consider taking or tendering 
delivery of the commodity itself. 

2. Are the determinations in Trenton 
Cotton Oil Co. (148 F. 2d 208, CA-6, 
1945), and Farmers and Ginners Cot- 
ton Oil Co. (120 F. 2d 772, CA-5, 1941) 
still valid? These decisions were to the 
effect that even if futures operations are 
in a commodity related to the taxpayer’s 
normal business operations and are on 
a continuing basis, they are nevertheless 
speculative (hence capital) transactions 
where they extend a previously termi- 
nated physical commodity position. 

3. And, of course, the conflict be- 
tween the Second and Sixth Circuits on 
the “wash-sale” problem is still there 
to haunt us. w 


Change requested in record- 
ing rapid amortization 


4 aps ICC has been requested to 
modify the accounting procedures 
described in its Docket No. 30920, deal- 
ing with amortization accounting for 
emergency carrier facilities. Arthur 
Andersen & Co., Chicago, public ac- 
counting firm, has reported to the Com- 
mission that compliance with the pre- 
scribed accounting procedure has re- 
sulted in the net earnings of many rail- 
road companies being reported at 


amounts much larger than what they 
would have been had a charge against 
income been made equal to the amount 
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of tax deferred to later years as a result 
of accelerated amortization facilities. 
The range of inflation in reported in- 
come has been computed by the firm 
to be from 8.71% to 71.51%. 

When No. 30920 was promulgated 
in 1951, the commissioners said: “We 
are unable to give controlling weight to 
the expressed fears of the railroad 
carriers that without amortization ac- 
counting or tax equalization their 
financial situation at present and in the 
immediate future may appear more 
prosperous to shippers, investors, and 
others than a long-run appraisal would 
justify. We do not consider it a proper 
function of accounting to undertake to 
provide a safeguard against such 
contingencies.” 

Arthur Andersen & Co. is in effect 
asking for a reversal of this policy. 
It states that unless No. 30920 is 
modified, the accounting problem it 
creates may be greatly aggravated if 
considerations of consistency should 
lead to the extension of the accounting 
procedure required thereby to all cases 
where railroads avail themselves of the 
new provisions of the 1954 Code which 
permit the acceleration of depreciation 
for federal income taxes during the 
early years of the life of a property. 
In addition, the present requirement is 
attacked as unfair in that other indus- 
tries (public utilities) are permitted 
to set up a deferred-tax account. 

The firm now qualifies its auditors’ 
certificates for railroad companies 
which have been granted accelerated 
amortization certificates as follows: 

“The company has obtained neces- 
sity certificates permitting it to amortize 
for tax purposes approximately $000000 
of the cost of 000 new freight cars. 
In accordance with the requirements 
of the Interstate Commerce Commis- 
sion, the company is using a normal 
rate of depreciation on these cars in 
its accounts. Because of the require- 
ments of the Interstate Commerce Com- 
mission, the company has not deferred 
the reductions in federal income tax 
resulting from the accelerated amorti- 
zation of equipment covered by the 
necessity certificates but has reflected 
the benefit thereof, approximately 
$000000 in its 1954 income account. 
In our opinion, this amount, in ac- 
cordance with generally accepted ac- 
counting principles should have been 
deferred to be taken in to income in 
the years following the 60-month spe- 
cial amortization period. 


“Except for the matter discussed in 
the preceding paragraph, in our opinion, 
the accompanying statement of financial 
position and statements of income and 
undistributed earnings present fairly 
the financial position of-———Company 
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as of December 31, 1954, and the re- 
sults of its operations for the year then 
ended, and were prepared in conformity 
with generally accepted accounting 
principles applied on a basis consistent 
with that of the preceding year.” w 


Tax Court rejects Commissioner's lenient 


policy of expensing research 


: ur 1954 Cope contains a definite 
rule about expensing of research 
costs. Section 174 allows a taxpayer, 
without requesting permission, to use 
the method of deducting currently re- 
search and experimental expenditures. 
The 1939 Code had no similar provi- 
sion; the few cases made it clear that 
the courts would apply a strict rule 
and require the capitalization of re- 
search aimed toward the development 
of a new product. On the other hand, 
it was common practice for corporation 
with large research budgets to expense 
these costs and revenue agents were 
accepting the procedure. The Commis- 
sioner of Internal Revenue even made 
a statement to the Joint Committee of 
Internal Revenue setting forth the 
policy of the Service in allowing the 
deduction of research costs. The Red 
Star Yeast case, noted below, specifi- 
cally states that the Commissioner had 
no statutory authority for taking that 
position. The Tax Court follows the 
strict rule about capitalizing develop- 
ment costs. 

This policy has often been criticized 
as discouraging research, a function the 
national policy should assist. It is to be 
hoped that the 1954 Code change will 
be as effective as its sponsors hoped and 
will make it certain that research costs 
will be immediately deductible. 

The Tax Court was called upon to 
determine the nature of the payment 
of $50,000 in each of the two years 
under review (1943 and 1945) by Red 
Star to Best Yeast for services rendered 
by technical employees of Best to the 
Red Star research staff. 

Here’s what the Tax Court had to say 
in Red Star: 

“It is our view that the services of 
Best are not significantly separable from 
the conduct by petitioner of its research 
and experimentation in development of 
a technique and process for the manu- 
facture of dry yeast. The services con- 
tracted for and rendered by Best were 


primarily aid in research to adapt the 
Best experience and know-how to pro- 
ducing dry yeast from petitioner’s mo- 
lasses base compressed yeast product. 
It is clear, therefore, that the expendi- 
ture was really for development or in 
the course of development of a tech- 
nique and process for the manufacture 
of dry yeast. . But from this per- 
spective we think that the services ren- 
dered may be likened to a series of 
unsuccessful experiments conducted in 
the course of research and development 
of a process and obviously incident to 
and part of that development. . . . 
Upon consideration of the whole pic- 
ture, we think that the expenditure here 
in issue was a capital expenditure in- 
curred in the course of and in connec- 
tion with the development of a tech- 
nique and process for the manufacture 
of active dry yeast, and was incident to 
and a part of petitioner’s research and 
experimental activity undertaken to de- 
velop such a process and technique. 


Petitioner claims deductibility 


“Petitioner contends alternatively 
that the Best Yeast payments, if in the 
nature of a capital expenditure, as de- 
cided above, are nevertheless deduc- 
tible as business expenses in the year in 
which made, in accordance with the 
respondent’s publicly expressed policy 
regarding development and research 
expenditures. Petitioner argues that a 
statement of the position of the Internal 
Revenue Service by former Commis- 
sioner Dunlap to the Joint Committee 
on Internal Revenue Taxation, author- 
izes deduction of the payments as busi- 
ness expenses, if such deduction is con- 
sistent with petitioner's established 
method of accounting. 

“The criteria for expensing certain 
research and development costs as set 
forth by Commissioner Dunlap are, in 
part, as follows: 

“It is the policy of the Bureau, where 
the taxpayer under its established 
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method of accounting has elected to 
adopt the practice of charging to ex- 
pense research and development costs, 
to allow such costs as deductions in 
computing net income. Such costs, how- 
ever, may include only such expendi- 
tures as would normally be considered 
to represent research and development 
costs in the experimental or laboratory 
sense. Thus, in the case of experimental 
airplanes, the of engineers 
working on development of the planes, 
the cost of materials which enter into 
the construction of the planes, the cost 
of test flights and similar expenditures 
is deductible as expense items. How- 
ever, amounts paid out for new build- 
ings and equipment including tools 
which have a substantial life beyond 
the taxable year or which are adaptable 
for use other than the particular re- 
search or development project for which 
they were constructed or acquired, 
must be capitalized even though such 
buildings or equipment are necessary 
for the particular research or develop- 
ment project.’ 

“Petitioner points out that it has con- 
sistently for many years deducted as 
business expenses the various costs of 
operating its laboratory and research 
facilities, and in particular indicates 
that it properly so expensed those costs 
incurred over a period of about four 
years in converting from a grain base 
to a molasses base in the production 
of fresh compressed yeast. Petitioner 
argues that the Best Yeast payments 
should be treated in the same manner. 
It should be noted that petitioner has 
consistently in its accounting deducted 
currently its research and experimental 
expenses and that this practice has been 
allowed by the Commissioner except 
for such treatment by petitioner of the 
Best expenditure. 

? We think that the Best pay- 
ments should be considered research 
and development costs in the laboratory 
or experimental as such terms were em- 
ployed by Commissioner Dunlap. Ac- 
cordingly, we think that the expendi- 
ture incurred by petitioner for payments 
to Best Yeast was such as would qualify 
for deduction as a business expense in 
accordance with the policy statement 
of Commissioner Dunlap. 

“We must, nevertheless, hold for 
respondent. The statement of policy by 
Commissioner Dunlap is not in any 
way binding, absent provision for this 
view in the Internal Revenue Code or 
the Regulations appropriate to and 
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promulgated thereunder. We need in- 
dicate only briefly that under the appli- 
cable provisions of the Internal Rev- 
enue Code and Regulations no election 
exists with respect to the treatment to 
be accorded to expenditures which are 
capital in nature. If challenged by the 
Commissioner, they must be capitalized. 

“At one time Article 168 of Treasury 
Regulations 45, 62, and 65, permitted 
taxpayers incurring expenses of an ex- 
perimental nature calculated to result 
in improvement of their facilities or 
products to elect to deduct such ex- 
penses currently from income in the 
year in which incurred or to capitalize 
such expenditures. Subsequently, : 
we held that under the then applicable 
Revenue Act a taxpayer had no option 
to treat expense items as capital or 
capital expenditures as ordinary and 
necessary expenses of carrying on a 
trade or business. In 1926, the Treasury 
deleted from Article 168 of Regulations 
69 the previously permitted option. 
Thereafter, the then Internal Revenue 





Service won't act on applications to 
change accounting method. The Service 
announces that it will not act on re- 
quests to change accounting methods 
which involve adjustments under Sec- 
tion 481 until the Regulations on Sec- 
tions 446 and 481 are issued. Tax- 
payers who filed applications 
should file returns in accordance with 
their old method. [Section 481 provides 
for special adjustments to prevent 
double deductions or income escaping 


tax. Ed.] IRS Release 189. 


have 


Dairyman has ordinary income on sales 
of immature livestock. Taxpayer op- 
erated a dairy farm and also conducted 
widely-advertised sales of the livestock. 
The facts the court cited as persuasive 
were: more income was received from 
the sale of cattle than from milk pro- 
duction over a period of years; milk 
sales alone were unprofitable; high qual- 
ity cattle were sold, not merely culls; 
sales were frequent and widely adver- 
tised; elaborate records were kept to 
show the quality of cattle sold. In 1948, 
the Commissioner allowed capital-gains 
treatment on the sale of animals over 
two years old; profits on immature 
cattle be taxed as ordinary income. The 
court holds that the taxpayer was en- 


punting decisions this month 


Bureau, nevertheless, permitted taxpay- 
ers to deduct expenses incurred in con- 
ducting regular and continual research 
activities. For the most part, the courts, 
however, have constantly held that ex- 
perimentation and research expendi- 
tures incurred in the development of 
new processes, formulas or patents are 
capital expenditures and that no option 
exists for the taxpayer to capitalize or 
expense such items in accordance with 
its particular established method of 
accounting period. Ultimately the serv- 
ice policy was publicly stated in the 
expression by Commissioner Dunlap 
heretofore discussed. [Section 174 of the 
1954 Code liberalizes the expensing of 
research and development costs con- 
siderably. Ed.] 

“In view of the long-standing and 
well-settled position taken by this Court 
in these respects, we think that, having 
determined petitioner’s expenditure to 
be capital in nature, we must find that 
it is not free to deduct such amounts 
as business expenses.” w 


gaged in the business of selling cattle 
as well as using them for dairy pur- 


poses. Cole, DC Ill., 11/23/55. 


Patent restricted in use is licensed, not 
sold; basis determined under Cohan 
rule. Taxpayer transferred to Rikol “an 
exclusive license for the manufacture 
and sale of shoes” under his patent. 
The agreement did not allow Rikol to 
license or permit use of the patented 
process by any other enterprise, thus 
taxpayer did not transfer all his 
rights. Amounts received were held to 
be royalty income and not long-term 
capital gain. The cost basis of the pat- 
ents for purposes of depreciation was 
difficult to obtain, since the records 
attributable to their development were 
lost during the Nazi occupation of Bel- 
gium. However, the court concludes 
that payments by taxpayer to the in- 
ventor were purchase cost, not payment 
of a share of profits in a joint attempt 
at exploitation, and under the Cohan 
rule determines the approximate 
amount. Rollman, 25 TC No. 61. 


Ordinary income on collection of com- 
missions purchased at discount. Tax- 
payer purchased at a discount life-in- 
surance agents rights to renewal com- 
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missions. He contended that when he 
collected the full amount, his profits 
were long-term capital gains; moreover, 
he deducted from collections the cost 
of new commission rights purchased in 
that year. The court holds that there 
was no capital gain since there was no 
sale or exchange, and the cost of each 
right purchased must be allocated to 
collections on that contract. Cotlow, 
CA-2, 12/12/55. 


Capital gain to members on dissolution 
of club. Upon dissolution and liquida- 
tion of an athletic club organized as 
a non-stock corporation, the entire 


amount received by each member will 
be considered as received in exchange 
for his membership interest and will be 
taxable as capital gain. The basis of 
each member's interest does not in- 
clude annual dues; they are merely 
amounts paid for the club’s services and 
facilities. In the absence of an original 
membership fee or investment, the basis 
6f each member’s interest in the club 
is zero. Rev. Rul. 55-737. 


Corporation buys its defaulted bonds 
flat; seller has ordinary income. Tax- 
payer owned $100 par bonds which 
were in default. He sold them to the 
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issuing company for $150. The Tax 
Court analyzed the powers of the cor- 
poration and concludes it was not per- 
mitted to “redeem” bonds in this way. 
Section 117, providing for capital gain 
on redemption, was therefore inappli- 
cable. The transaction was a purchase 
and sale, and the ordinary rule on flat 
bonds applies: The taxpayer received 
ordinary income to the extent of inter- 
est accrued after taxpayer acquired the 
bonds. Shattuck, 25 TC No. 53. 


Capital loss on note sold, not com- 
promised. The court holds that taxpayer 
sold a note evidencing a business loan 





CONTINUING STRUGGLE FOR CAPITAL GAINS ON LAND 


Real-estate dealer and investor has cap- 
ital gain on passive sales of rental hous- 
ing units. [ Acquiescence.] Taxpayer was 
a dealer, contractor, and investor in real 
estate. Sales of vacant and unimproved 
lots were held to be ordinary income; 
the property had been held at all times 
primarily for sale to customers in the 
ordinary course of his business as a 
real estate dealer. However, a sub- 
division erected for rental purposes was 
held to be investment property and the 
gain on the sale of houses in that sub- 
division was a capital gain. The houses 
had been held for rental purposes a 
number of years prior to their sale. A 
decision to liquidate an investment does 
not alone establish that it is held there- 
after primarily for sale in the ordinary 
course of business. No promotion of any 
kind was used to effect the sales which 
were primarily to the tenants. Phillips, 
24 TC No. 50, acq. IRB 1955-52. 


Ordinary income on residential lots 
acquired, disencumbered, and _ sold. 
Taxpayer and three others entered into 
a joint venture which purchased 68 
improved residential lots, paid off the 
large tax liens, and sold all but four 
of the lots within approximately 16 
months. The court holds the lots were 
acquired for quick turnover as soon as 
the obstructing liens could be removed. 
They were not acquired for investment, 
they were not capital assets. Brady, 
25 TC No. 88. 


“Land contracts” analogous to bond; 
purchase at discount means ordinary 
income on collection. Taxpayer had 
purchased many land contracts at dis- 
counts. The court said that these con- 


tracts, arising from the installment pur- 
chase of real estate, were to be treated 
like mortgages. Consequently, when 
taxpayer collected the full face amount 
of the contract there was no “sale or 
exchange”; there could be no capital 
gain. Wood, 25 TC No. 59. 


Profit on subdivided land held ordinary 
income. Taxpayers acquired a piece of 
land which, within twelve months and 
as a result of considerable advertising 
and other sales activity, was subdivided 
and sold in numerous transactions. Be- 
cause of these facts, the court directs 
a verdict that the taxpayers were joint 
adventurers in the purchase and sales 
and realized ordinary income thereon. 
Agricola, DC Ala., 9/21/55. 


Gain on real estate ordinary; land was 
held for sale. Beginning in the mid- 
1930’s and continuing through 1949, 
taxpayer purchased about 800 parcels 
of unimproved real estate. From 1940 
to 1950 he sold about 285 lots in 90 
separate transactions, and in 1950 and 
1951, the taxable years in question, he 
sold 301 lots in 34 sales transactions. 
None of the property was advertised 
for sale, and all sales were made from 
an office in taxpayer’s home. The court 
finds that he held the property for sales 
to customers in the ordinary course of 
his business. Wood, 25 TC No. 59. 


Ordinary income on builder's sale of 
rental housing. In determining whether 
real property is held primarily for sale 
to customers in the regular course of a 
trade or business, the original purpose 
of the taxpayer in acquiring the prop- 
erty, the frequency, continuity, and sub- 


stantiality of sales, and the extent of 
sales activity on the part of the seller 
or his agents, are the considerations to 
be given primary emphasis. A builder 
who sold war-time rental units during 
1944-1947 was held to be in the busi- 
ness of selling real estate. The court 
noted that he conducted an active sales 
campaign which included extensive ad- 
vertising, he employed a real estate 
agent on a commission basis, and he 
actively solicited both tenants and non- 
tenants as purchasers of houses. Glover, 
TCM 1955-329. 


Capital gain on land originally used in 
business despite 20 years of sales. Tax- 
payer, organized in 1902 for the pro- 
duction of turpentine and rosin, ac- 
quired several million acres of timbered 
land. As the trees became unproductive, 
the timber and then the cut-over land 
was sold. From 1932 through 1952, the 
taxpayer sold over a million acres. In 
the meantime, its business was chang- 
ing and it went into citrus groves, 
cattle, and many other interests. The 
land sold was not listed with agents, 
or advertised, and the taxpayer did not 
engage in sales activity. The district 
court held that the volume and num- 
ber of sales indicated that the taxpayer 
was in the real-estate business and 
realized ordinary income on the land 
profits. This court reverses: all the 
facts point to a mere liquidation of a 
land investment acquired for use in the 
taxpayer's business. If the land had been 
disposed of in one sale, the capital- 
gains treatment probably would not 
have been questioned. It is unreason- 
able to expect that more than a million 
acres could be so disposed of, and the 
corporation should not be thus deprived 
of capital-gains benefits. Consolidated 
Naval Stores Co., CA-5, 12/13/55. 
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of $62,500; accordingly, taxpayer's loss 
is a loss on sale of a capital asset, 
limited to a $1,000 deduction against 
ordinary income. He had argued that 
the note was:in a compromise settle- 
ment. Taxpayer had sold his note to a 
third party for $25,000; the purchaser 
transferred the note to Anchor, the 
obligor, for 250 shares of the latter’s 
stock. These transactions, the court 
says, were independent and not merely 
steps in one deal. Anchor, therefore, did 
not compromise its indebtedness; the 
note was disposed of by sale to the third 
party. Matthews, TCM 1955-330. 


Capital loss on oil well though pur- 
chased to aid business financing. Tax- 
payer-corporation purchased an inter- 
est in an oil well from a driller because 
the latter had agreed to aid the cor- 
poration in obtaining financial assist- 
ance. The Tax Court finds the interest 
in the oil well was considered an in- 
vestment, though the acquisition may 
have been motivated by business rea- 
sons. The nature of the asset, and the 
manner in which it was held, require 
that any loss incident thereto be treated 
as a capital loss and not as an ordinary 
and necessary business expense. Crabbe, 
TCM 1955-332. 


Dairy animals sold were surplus, not 
culls; gain is ordinary. Taxpayer, a 
dairy farm, claimed capital gains on the 
sale of bulls less than 11 months old. 
and heifers less than 24 months old. 
The Commissioner conceded that at 
those ages the animals became part of 
the herd, but argued that younger ones 
were held for sale and not, as the tax- 
payer contended, as replacements for 
the herd to be sold when it was clear 
that they would not be needed. The 
court holds that the animals’ age was 
only one factor in determining whether 
’ or not they were capital assets. Taking 
the number of animals in the herd, the 
estimated replacement percentage, and 
the annual number of calves produced, 
it was clear from the beginning that the 
animals produced would never be 
needed and were sold as surplus. The 
profit was ordinary income. Biltmore 
Company, CA-4, 12/2/55. 


Ordinary income on surplus bomb 
hoists. The owner of a store selling ball 
bearings was unable to continue pay- 
ments on a purchase of some 1,500 sur- 
plus bomb hoists. Taxpayer and another 
metal dealer each bought a third in- 
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terest, advertised the hoists, distributed 
printed material through their regular 
salesmen and otherwise, and finally sold 
them—mostly to a junk dealer. The Tax 
Court holds the income ordinary—the 
hoists were bought for immediate re- 
sale. One dissent on the ground that 
hoist sales were not continuous enough 
to be a business. Petitioner’s attitude 
was far more passive than carrying on 
a business. Zack, 25 TC No. 82. 


Jury denies auto dealer capital gain on 
company cars. Taxpayer, a Lincoln- 
Mercury dealer in Florida, reported the 
gain on certain cars as capital, claim- 
ing they were used in its business. The 
facts do not indicate whether they were 
used by employees or were demonstra- 
tors. The jury’s verdict upholds the 
Commissioner’s contention that the cars 
were held for sale to customers and the 
profits were ordinary income. North 


Florida Motor Co., DC Fla., 11/21/55. 
DEPRECIATION & DEPLETION 


No depreciation or depletion for farm 
land. Farm land is not subject to de- 
preciation or depletion even though the 
soil is peat, which, it is reliably esti- 
mated, will sink through oxidation and 
compaction to the extent that drainage 
will be difficult and there will be wide- 
scale abandonment of farms within the 
next half century. Rev. Rul. 55-730. 


Renting residence does not step up 
basis to market. Taxpayer’s house, built 
at a cost of $30,000, was worth $50,000 
when converted to rental purposes. Tax- 
payer claimed depreciation based on 
$50,000. The New Jersey district court 
had allowed it on the theory that de- 
spite the language of the Code, justice 
required it. This, the circuit court holds, 
was error. “In the unusual situation of 
the present case, where market value 
has increased between purchase and 
conversion . . . the smaller capital out- 
lay is the effective limitation” on depre- 
ciation. Parsons, CA-3, 11/30/55. 


Amortize costs of developing hydro 
power project over life of project, not 
dam. Expenditures for transmission-line 
rights of way, easements, relocation of 
highways, bridges, etc., in connection 
with the development of a hydro-power 
project constitute capital expenditures 
whose usefulness depends on the life 
of the whole project rather than the 
life of the dam. Amortization of such 


costs therefore will not be allowed over 
the useful life of the dam. Rev. Rul. 
55-729. 


ACCOUNTING METHODS 


Inventory costed from trade association 
average; taxpayer's books did not show 
the cost of his opening inventory of 
lumber. The Tax Court approves the 
Commissioner’s computation based on 
average cost data prepared by the 
Southern Pine Association; none of this 
inventory had been on hand longer than 
5 months. In the absence of any evi- 
dence, the court refused to take judicial 
notice that the business had on hand 
an opening commissary inventory. 


Broadhead, TCM 1955-328. 


Price indexes for Lifo and retail inven- 
tory methods. Price indexes for July 
1955 published by the Bureau of Labor 
Statistics on 8/31/55 for use by depart- 
ment stores employing the retail and 
Liro inventory methods are acceptable 
to the Service for inventories for taxable 
years ending June 30 and July 31, 1955. 
Rev. Rul. 55-692. 


Cash-basis taxpayer needn't include 
salary received after year-end; depend- 
ency credit for mother denied. The 
Commissioner included improperly in 
taxpayer’s 1950 income a week’s salary 
received 1/5/51. Taxpayer is denied 
a dependency credit for his mother, for 
whom he provided more than half the 
support; the mother’s gross income for 
1950 exceeded $500. Gooch, TCM 
1955-326. 


More on “normal costs” of inventoried 
animals. Rev. Rul. 55-188 prescribes 
methods for farmers employing the ac- 
crual method of accounting who have 
elected to include in inventory their 
livestock, whether purchased or raised, 
held for draft, breeding, or dairy pur- 
poses. “Normal costs” in that ruling are 
defined as the costs incurred to raise 
the animals to maturity, such costs to 
be determined by the same method 
regularly employed by the taxpayer in 
determining closing inventory values. 
Rev. Rul. 55-736. 


Additional Ohio franchise taxes for 
1952 and 1953 accrue in 1954 upon 
court decision. Following a decision of 
the Supreme Court of Ohio on 3/10/54 
(Fifth Third Union Trust) Ohio 
changed its interpretation of the fran- 
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chise-tax law by requiring obligations 
of the United States to be included in 
the corporate franchise-tax base. Ac- 
cordingly, franchise taxes assessed in 
1954 for the years 1952 and 1953 pur- 
suant to this new interpretation are ac- 
cruable and deductible as taxes by an 
accrual-basis corporation in 1954. Not 
until 1954 had all the events occurred 
which fixed the liability. Rev. Rul. 55- 


731. 


Must deduct tax when paid despite 
suit for refund. In 1938 and 1939, tax- 
payer paid New York City real-estate 
taxes under protest that the assessments 
were too high; it made the payments to 
avoid penalties and imposition of liens. 
In 1941, after litigation, it received part 
of the refund it claimed. The taxpayer 
contended that the 1938 and 1939 ac- 
cruals should be limited to the amount 
of liability it admitted in its protests 
for those years, with the balance ac- 
cruable in 1941. The court holds that 
the entire tax was deductible when 
paid; the refunds are income in 1941. 
Though the Dixie Pine Products case 
(320 U.S. 516) denied deductibility of 
a disputed tax, it does not control. 
There, the disputed liability was not 
actually paid. The court followed its 
own rule in Chestnut Securities. Dixie 
Pine denied a deduction for an expense 
which might never be incurred. Here 
the tax had undoubtedly been incurred. 
Consolidated Edison Co. of New York, 
Ct. Cls., 12/6/55. 


Affiliate can adopt group’s accounting 
without consent. A subsidiary corpora- 
tion which changes its accounting 
method to conform to the consolidated 
group of which it is a member need 
not secure the Commissioner’s consent. 
Rev. Rul. 55-732. 


“Dealer's reserve” withheld by finance 
company is income to auto dealer. A 
finance company which purchased cus- 
tomers deferred-payment notes from 
taxpayer automobile dealer held back 
as “dealer’s reserves” a portion of the 
purchase price of the notes. The dealer, 
on the accrual basis, reported as in- 
come only the sums which the finance 
company released to it during the tax- 
able year. This, the court holds, was 
improper. The entire sales price of the 
notes, including the amounts withheld 
as reserves, was accruable at the time 
the notes were sold to the finance cém- 
pany. Koch Motors, TCM 1955-334. 


DEDUCTIBILITY 


Service will scrutinize contributions for 
amortizable bonds. The Service states 
that it will scrutinize carefully deduc- 
tions for amortization of premiums on 
bonds subsequently donated to deter- 
mine the bona fides of the transaction 
and whether other than tax benefits 
“were involved. [The premium on bonds 
may be amortized and if a donation of 
the bond is made a deduction is al- 
lowed for the full market value. When 
the bond is callable on short notice, 
amortization may be taken over a short 
period; and if the bond is still quoted 
at a premium when the gift is made, a 
double deduction of premium is in ef- 
fect claimed. Ed.] IRS Release 138. 


Can’t deduct claim not yet worthless, 
but legal expense on it is deductible. 
Taxpayer-corporation deducted the cost 
of certain surplus materials it purchased 
from the U.S. which were never de- 
livered. The Tax Court denies the de- 
duction because it failed to prove that 
the claim against the government was 
worthless in the taxable year. However, 
legal expenses incurred in an attempt 
to obtain the surplus materials, or to 
recover their purchase price, are de- 
ductible as ordinary and necessary busi- 
ness expenses. Crabbe, TCM 1955-332. 
[See also following note. Ed.] 


Corporation can’t deduct officer-stock- 
holder's travel and entertainment; no 
support for checks to cash. The Com- 
missioner disallowed a _ considerable 
part of travel and entertainment claimed 
by taxpayer-corporation for the presi- 
dent and controlling stockholder. The 
checks were drawn to cash and the 
check stubs bore the notation “travel.” 
Traveling expenses paid by the cor- 
poration for the president’s wife and 
brother were nondeductible, not being 
“ordinary” business expenses. Various 
credits to the president’s personal ac- 
count were treated as additional income 
to the corporation because the presi- 
dent’s inadequate testimony did not 
furnish sufficient evidence to identify 
these deposits as originating from his 
personal funds rather than from collec- 
tions he made from corporate custom- 
ers. These sums, as well as other moneys 
withdrawn from the corporation in ex- 
cess of his salary, constitute taxable 
income to him as distributions of earn- 
ings of the corporation. Crabbe, TCM 
1955-332. 
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Can't deduct “insiders’ profit” repaid to 
corporation. Following its own holding 
in Davis, 17 TC 59, the Tax Court holds 
that taxpayer cannot deduct the in- 
siders’ profit (i.e., profit in dealing in 
stock of a company of which he was a 
director) repaid to the corporation. 
Lehman, 25 TC No. 75. 


Theft loss allowed for missing diamond 
pin. [Acquiescence.] Taxpayer was al- 
lowed to deduct a theft loss for a pin 
she lost. The pin was at all times locked 
in a bathroom compartment, the key to 
which was available to taxpayer’s maid. 
The pin and some clothing were miss- 
ing upon taxpayer's return to her home 
after a temporary absence, the lock on 
the compartment showed no signs of 
having been tampered with, and the 
maid had left. The basis of the pin to 
taxpayer was found to be $1,500. She 
had received it as a gift in 1925 when 
it was appraised for insurance at $3,000. 
Though no evidence of the donor's cost 
was presented, the court found the basis 
to be $1,500. Jones, 24 TC No. 59, acq. 
IRB 1955-52. 


Cost of African safari deductible by a 
Pennsylvania dairy corporation. The 
cost of a big-game hunt by a husband 
and wife, corporate officers of taxpayer 
dairy, was held to be an ordinary and 
necessary business expense of the dairy. 
Films taken on the hunt were exploited 
successfully as advertising, and the 
trophies were set up at the plant in a 
game museum open to the public. The 
fact that the officers enjoyed the hunt 
does not make such work a mere hobby, 
or the cost of the hunting trip income 
to the hunters. Sanitary Farms Dairy, 
Inc., 25 TC No. 58. 


IRS repeats that stock transfer taxes are 
not trader's business expenses. A tax- 
payer who purchases and sells securi- 
ties as a trader or other non-dealer, the 
Service holds, must treat the federal 
stock transfer taxes as purchase costs or 
offsets against selling prices to be taken 
into account in determining the net 
gain or loss realized. It will not follow 
the Hirshon case (Ct. Cls., 1953, 116 
F. Supp. 135), which held such taxes 
to be an ordinary and necessary busi- 
ness expense to the trader. Rev. Rul. 


55-756. 


Legal fees to defend suit over firing 
officer deductible; not those over treas- 
ury stock. Taxpayer paid legal fees for 
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defense in three lawsuits brought by a 
former stockholder-officer to have his 
dismissal set aside and to have treasury 
stock issued to him. The Tax Court al- 
located the fees among the portion per- 
taining to the suit over management of 
the business. The fees allocable to the 
suit to acquire the treasury stock was 
capital in nature and not deductible. 
Fees paid to directors were allowed as 
business expenses. Waldheim & Co., 25 
TC No. 72. 


First-year oil and gas lease rentals de- 
ductible. The taxpayers deducted first- 
year rentals paid the government in ob- 
taining oil and gas 
leases. The Tax Court, following its 
decision in Featherstone (22 TC 768), 
allowed it over the Commissioner’s ar- 
gument that the rentals were recover- 
able only by depletion. The Tax Court 
pointed out that the rentals merely buy 
time—the payor can hold the lease with- 
out drilling. This decision is in accord 
with the Tenth Circuit in Dougan (214 
F.2d 511). Miller, CA-5, 11/17/55. 


noncompetitive 


BAD DEBTS 


Stockholders’ advances were loans, but 
worthlessness not proved. [Acqui- 
escence.] The Tax Court found that ad- 
vances made to a corporation in which 
taxpayer was one of four 25% owners 
were loans, not capital. The proportion 
of capital stock was not unreasonably 
low; the advances were used for operat- 
ing expense and were entered on the 
books as loans; the source of some of 
the funds was actually a bank loan to 
the taxpayer. The court did not reach 
the question whether the loan was busi- 
ness or nonbusiness. It held it was not 
worthless in 1948, the year claimed. 
The corporation still had assets, one 
_ well was still producing in 1954; both 
the taxpayer and an outsider made ad- 
vances in 1949; and the corporation’s 
deficit decreased slightly in 1949. Mc- 
Bride, 23 TC 926, acq., IRB 1955-52. 


Lawyer was in business of promoting 
firms; bad debt of one was business. 
Taxpayer, a Florida lawyer, devoted 
about 50% of his time over a number 
of years to the promotion of various en- 
terprises. In one such business, he can- 
celled about $30,000 of a loan to an 
insolvent corporation and claimed a 
business bad debt. The Tax Court had 
denied the deduction on the ground 
that taxpayer had not shown he was en- 
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gaged in the business of “making loans 
to corporations” in the year this debt 
became worthless. The requirement of 
“making loans” was, this court holds, 
an error of law. The taxpayer need show 
only that he was in the business of pro- 
moting and financing enterprises. This 
the facts show. Furthermore, the can- 
cellation was not a contribution to capi- 
tal; the corporation was insolvent there- 
after. Loss was a business bad debt fully 
deductible. Giblin, CA-5, 11/12/55. 


Can deduct guaranteed debt when 
guarantee is discovered to be worth- 
less. Taxpayer lent $16,000 to a cor- 
poration in 1939. The loan was guaran- 
teed by her parents. The guarantee was 
secured by a $60,000 policy of insur- 
ance upon her father’s life payable to 
her mother as beneficiary. The corpora- 
tion became insolvent and was liqui- 
dated in December, 1939. Thereafter, 
taxpayer looked to her parents and the 
insurance policies as a source of repay- 
ment. When her mother died in 1949, 
her father told her for the first time that 
the policy had no value because of prior 
borrowings, and that he could not re- 
pay the loan. He died several months 
later. Noting that the case appeared to 
be unique and analogous to an em- 
bezzlement loss, the court holds that 
the debt became worthless in 1949; 
she was entitled to a short-term capital 
loss in that year. Propp, TCM 1955- 
322. 


WHAT IS INCOME 


Perpetual water rights and fee are of 
like kind. Under state law, water rights 
are real property rights; therefore the 
exchange of perpetual water rights for 
a fee interest in land, if held for pro- 
ductive use or investment, is a nontax- 
able exchange of property of a like 
kind. Rev. Rul. 55-749. 


Deposit received on uncompleted sale 
is not income. Taxpayer-corporation re- 
ceived $5,000 as a deposit on the sale 
of certain war-surplus goods which it 
had ordered from the U.S. Taxpayer 
was unable to obtain the goods but did 
not refund the money because of its 
shortage of cash. The Tax Court holds 
that the taxpayer owed the $5,000 and 
the Commissioner erred in including it 
in sales. Crabbe, TCM 1955-332. 


Jury finds lump-sum payment on retire- 
ment taxable. On retirement, taxpayer 


received $15,000 from the Pennsylvania 
Railroad. - The directors’ resolution 
stated that payment was for past serv- 
ices; the company reported it on Form 
1099. The taxpayer contended it was a 
gift because it was made voluntarily, 
in recognition of special facts and not 
as part cf a company plan. The judge 
charged the jury that voluntary pay- 
ments may be taxable income as con- 
sideration for past services. The jury 
held for the government. Deasy, DC 
Penna., 11/2/55. 


Pennsy’s_ settlement with Pennroad 
can’t be allocated to specific losses. The 
taxpayer was controlled by the Penn- 
sylvania Railroad; minority stockholders 
brought action against the Pennsylvania 
for reimbursement to taxpayer of losses 
on freight forwarding transactions and 
on investments in other railroads which 
benefited the Pennsylvania. Specific 
damages were awarded the taxpayer in 
respect of each loss. However, this de- 
cision was reversed and the parties set- 
tled for the payment of $15 million to 
the taxpayer. The Commissioner allo- 
cated this to the various losses in the 
same ratio as awards in the case. To 
the extent that the amount so allocated 
exceeded the basis of the particular 
property or claim, the Commissioner 
contended that the taxpayer had in- 
come. This court affirms the Tax Court, 
holding that the settlement discharged 
a unitary claim for losses in an over-all 
investment policy and the taxpayer did 
not have income until the total losses 
giving rise to the claim were recovered. 
Only at that point would there be a 
justification for allocation to specific 


items. Pennroad Corporation, CA-8, 
12/12/55. 
Ballplayers taxable on bonus even 


though idle. Bonus payments received 
under a contract by a professional base- 
ball player for services to a club, 
whether or not performed, and for re- 
fraining from playing for any other 
baseball club during the period of the 
contract, are taxable to him as ordinary 
income even though the player was in 
the armed forces and performed no 
services under the contract. Rev. Rul. 
5-727. 


For retirement credit, dividends dis- 
tributed by estate added to beneficiary's 
own. Taxpayer received dividends on 
stock individually owned, and divi- 
dends on stock held by the estate of his 
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deceased spouse were distributed to 
him. He is entitled to but one divi- 
dend exclusion of $50. The dividend 
income received from the estate retains 
the same character in the hands of the 
beneficiary as in the hands of the estate, 
and is to be included in computing the 
dividend credit. Rev. Rul. 55-728. 


Patronage rebates of a taxable coopera- 
tive excludible from income; it was 
contractually obligated. [ Acquiescence.] 
Taxpayer organized under the general 
corporation laws of California, and op- 
erated a wholesale hardware business 
as a cooperative. Neither the articles of 
incorporation nor the by-laws required 
the payment of patronage rebates to 
its stockholder-members. However, by 
resolution of the stockholder-members 
in 1930, it was agreed that all net earn- 
ings were to be distributed in propor- 
tion to the business done with each. 
In each year thereafter it distributed its 
income to members by issuing certifi- 
cates representing each member’s share 
of the profits. The court held that the 
refunds distributed to members could 
be excluded from the corporate income. 
There was a binding obligation with 
each member to distribute refunds at 
the time the members transacted busi- 
ness. The resolution adopted in 1930 
was tantamount to a by-law provision. 
Distribution in the form of redeemable 
certificates was as effective as cash pay- 
ments. Southwest Hardware Co., 24 
TC No. 12, acq. IRB 1955-36. 


WHOSE INCOME IS IT 


Profit on stock trading divided in capi- 
tal ratio. [Acquiescence.] Taxpayer had 
agreed with certain relatives that he 
would open accounts for them for trad- 
ing in securities and commodities. He 
made the initial deposit. He would bear 
any net loss; profit would be applied 
first to reimbursing him and then 50% 
to relative and 50% to him. The Tax 
Court held that profit must be allocated 
in accordance with capital in account. 
The original deposit plus 50% of the 
earnings are taxpayer’s capital, and 
other 50% represents the owner of the 
account. Brock, 22 TC 284, acq., IRB 


1955-52. 


Stockholder’s “whiskey-purchase” rights 
are capital. Taxpayer was a stockholder 
in Park & Tilford. The company of- 
fered its stockholders warrants to pur- 
chase whiskey from a subsidiary at the 


maximum OPA price. After holding the 
purchase agreements for over 6 months, 
taxpayer sold the agreements to liquor 
dealers at the OPA fixed price and re- 
ported payment as capital gain. The 
Commissioner contended there was an 
anticipatory assignment of income by 
Park & Tilford, and the profits realized 
by the shareholder on the bargain pur- 
chase were in effect dividends. This 
court disagrees. It held the warrants 
were capital assets in taxpayer’s hands. 
The subsidiary charged every penny it 
was legally permitted to; there was no 
intent to shift potential earnings of the 
subsidiary to its parent’s stockholders. 
Lehman, 25 TC No. 75. 


WHEN IS IT INCOME 


Buyer holds part of proceeds as guar- 
anty; not then part of sellers gain. 
[Acquiescence.] Taxpayer sold its as- 
sets for 6,000 shares of Johns-Manville 
stock but 1,000 shares were withheld 
by Johns-Manville for 3 years as security 
against a breach of warranty. A breach 
did in fact occur. The selling corpora- 
tions were not required to report as in- 
come any value for the right eventually 
to receive the 1,000 shares because of 
the substantial contingency involved. 
Goetze Gasket & Packing Co., 24 TC 
No. 29, acq., IRB 1956-1. 


Salary not constructively received: 
checks were not to be cashed. In Octo- 
ber, 1949, taxpayer and three others, 
the officers, stockholders, and board of 
directors of ‘a corporation, received 
salary checks which they all agreed 
were not to be cashed until the presi- 
ent decided that the corporation’s fi- 
nancial position warranted payment. 
The restriction was not removed, and 
no payments on the checks were made 
in 1949. The court held that the salary 
was not unqualifiedly subject to tax- 
payers demand and disposition and 
therefore was not constructively re- 
ceived for that year. Johnson, 25 TC 
No. 62. 


Income accrued upon delivery of 
houses. Taxpayer, on the accrual basis, 
contracted to manufacture and deliver 
1,000 prefabricated housing units to the 
Federal Public Housing Authority, to 
be paid for as he submitted certified 
vouchers of delivery. On December 31, 
1942, he delivered certain houses for 
which he submitted the required bill in 
January, 1943. Affirming the Tax Court, 
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this court finds that the sale was made 
in 1942. The Authority’s liability ma- 
tured upon delivery of the houses, and 
the mechanical act of filling out the 
necessary voucher could not postpone 
the accrual. Dally, CA-9, 11/21/55. 


Dividend checks are income, even 
though endorsed back to corporation. 
Two corporate “dividend” checks which 
were issued to taxpayers by a family 
corporation without a formal declara- 
tion were endorsed and repaid to the 
corporation. The court holds the tax- 
payers received a taxable dividend, 
since there was no agreement at the 
time the checks were issued limiting or 
restricting their payment and the cor- 
poration had sufficient funds during the 
taxable year to pay the checks. Stevens, 
TCM 1955-333. 


$7,000 loan worthless when corporate 
debtor forfeited charter, though it later 
got $250 for an asset. Taxpayer ad- 
vanced $7,000 to a controlled corpora- 
tion in 1937. In 1941 the corporate 
charter was forfeited for failure to pay 
taxes. At that time the only property 
owned by the corporation was real 
estate encumbered by tax liens in an 
amount not less than the value of the 
property. However, taxpayer did not 
claim a bad-debt deduction until 1947; 
in that year Jersey City paid $250 for a 
quitclaim deed for the property. The 
debt is held to have become worthless 
prior to 1947. There was no evidence 
that the corporation had any equity in 
the property as early as 1941, when the 
charter was forfeited. Greenberg, 25 
TC No. 66. 


Condemnation proceeds used to pay re- 
placement loan sufficient tracing (old 
law). [Acquiescence.] Prior to 1951, 
upon condemnation of property tax- 
payer was required to trace the award 
proceeds to the payments for the re- 
placement property in order to avoid 
recognition of gain on the conversion. 
Anticipatory expenditures in advance of 
actual condemnation and award were 
therefore not entitled to nonrecognition 
of gain. However, payments for the re- 
placement of property were made by 
the taxpayer from a special bank loan 
to be repaid promptly from the award 
proceeds when received. The repayment 
of the loan is held to be a sufficient trac- 
ing of the award money into the re- 
placement property. Cameron Machine 
Co. 24 TC No. 43, acq., IRB 1955-52. 
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Guaranteed loan still best method of 
getting business bad debt, despite Putnam 


by JACK W. PLOWMAN 


One way to ease the pain of a corporation’s failure is to deduct the amount lost 
from ordinary income. The Commissioner tries to stop this deduction. A cur- 
rently popular device to emphasize the nature of the loss is to guarantee a loan 
made to the corporation by an independent lender; if the loan sours, the guar- 
antee payment is free from related-taxpayer or thin-incorporation taint, and has 
generally been held deductible. Now there is conflict between circuits and the 
IRS. This article argues for use of the guarantee device despite one recent 


contrary decision. 


JAYMENTS MADE by guarantors of 
corporate debts are deductible as 
losses incurred in a transaction entered 
into for profit in four of the courts of 
appeals,! and are deductible only as 
nonbusiness bad debt in but one of the 
courts of appeals and in the Tax Court.” 
While the Treasury is usually all too 
willing to permit a deduction as a non- 
business bad debt, the better reasoning 
and the weight of authority clearly hold, 
in spite of the Putnam case, that a 
guarantor need not be satisfied with 
such limited deductibility but can suc- 
cessfully claim that the payments are 
deductible in full either as a business 
loss, a business bad debt, or a loss in- 
curred as the result of a transaction 
entered into for profit. 


1954 Code 

While the cases here discussed arose 
under the 1939 Code, for the most part 
the law remains the same as to the 
deductibility of payments of guarantors 
of corporate debts. There is a new pro- 
vision permitting a deduction for any 


1 Fox v. Commissioner, 190 F.2d 101 (2d 
Cir. 1951); Pollak v. Commissioner, 209 
F.2d 57 (3d Cir. 1954); Edwards v. Allen, 
216 F.2d 794 (5th Cir. 1954); Cudlip v. 
Commissioner, 220 F.2d 565 (6th Cir. 
1955). 

2 Putnam v. Commissioner, 224 F.2d 947 
(8th Cir. 1955); Peter Stamos, 22 TC 885 
(1954). 


payments made by a guarantor or in- 
demnitor of an individual’s obligation, 
where the funds received by the bor- 
rower are used for business or trade 
purposes. If payment is made at a time 
when the obligation is 
worthless, the payment will be treated 
as a debt which became worthless 
within the taxable year and the rules 
as to bad debts other than nonbusiness 
bad debts will apply (Section 166(f) ). 

The effect of this new provision is 
to exempt a certain group of guarantors 
from the rule of Eckert v. Burnet (23 
U.S. 140 (1931)) that a debt, worth- 


borrower's 


less when acquired, cannot afterwards 


become worthless. This would seem 
to indicate Congressional. approval of 
the Eckert rule’s application to those 
guarantors not covered by the new pro- 
vision and, in effect, requires such 
guarantors to prove that the debt they 
acquired became worthless within the 
payable year or be denied a bad-debt 
deduction. In other words, by taking 
this one group of guarantors out of the 
Eckert rule, all others remain within it 
and must take their deduction, if any, 
under some provision of the Code other 
than the bad-debt provisions. This is 
no more than an application of the rule 
of construction expressio unius est ex- 
clusio alterius. 

It should be noted, too, that the new 
provision has also the effect of per- 


mitting a deduction, as a bad debt, of 
payments made by indemnitors under 
the same circumstances as payments by 
guarantors, although an indemnitor has 
no right of subrogation or reimburse- 
ment against the debtor. 


Previous changes in the law 


Prior to the Revenue Act of 1942, 
business and nonbusiness debts alike 
were deductible in full in computing in- 
come for purposes of federal income 
taxation. At that time little question 
existed but that a stockholder who 
guaranteed a note given by his corpora- 
tion could deduct in full any payments 
that he might be called upon to make 
as a result of that guaranty. 

Upon discharge of the corporation’s 
indebtedness the guarantor was con- 
sidered to be subrogated to all of the 
rights of the creditor. Thus he stepped 
into the principal creditor’s shoes and 
now owned the claim against the debtor. 
However, at the moment he obtained 
this claim by subrogation it became 
worthless and as such was deductible. 
This relatively easy deductibility of bad 
debts led to many abuses, a typical one 
being the making of loans, without any 
reasonable expectation of repayment, to 
persons whom the taxpayer could not 
claim as dependents. It was to dis- 
courage such practices that subsection 
(4) was added to Section 23(k) of the 
1939 Code, providing that losses result- 
ing from nonbusiness bad debts could 
be deducted only as short-term capital 
losses. The deduction of short-term 
capital losses was limited for any one 
year to a maximum of $1,000. This 
limited deductibility of nonbusiness bad 
debts brought about attempts to deduct 
such payments under other provisions 
of the Code, i.e., business losses or losses 
on transactions entered into for profit. 


Does the debt “become” worthless? 


Under the equitable theory of sub- 
rogation a guarantor, upon discharging 
a debt owed by the principal, acquired 
all the creditor’s rights against the prin- 
cipal debtor. In this manner a corpora- 
tion-principal becomes indebted to the 
guarantor and, the corporation usually 
being insolvent, if not liquidated, the 
debt is clearly worthless. Such a debt 
would seem to be within the purview 
of the nonbusiness bad debt provisions, 
and this the Treasury is usually willing 
to concede. However, the conclusion 
that a technical debt exists via subroga- 
tion and that the debt is worthless is 
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not, ipso facto, determinative of the tax- 
payers right to a deduction. It is also 
a condition precedent to deductibility 
that the debt be one which became 
worthless within the taxable year. Here 
lies the obstacle to a bad-debt deduc- 
tion. The debt, worthless when acquired 
by the guarantor, cannot afterwards be- 
come worthless. 

In Eckert v. Burnet the petitioner at- 
tempted to deduct as a bad debt the 
amount of a note given to satisfy his 
liability as a guarantor of a corporate 
debt. Mr. Justice Holmes stated, in a 
rather cryptic opinion, that “[T]he debt 
was worthless when acquired. There 
was nothing to charge off.” 

In spite of some criticism of the deci- 
sion and attempts to explain it away, 
the Eckert case is manifestly correct. 
As stated in Allen v. Edwards, 114 F. 
Supp. 672 (M.D. Ga. 1953), aff'd, 216 
F. 2d 794): “Indeed this result, i.e., the 
requirement of worthlessness, is implicit 
in the statute. Section 23(k) applies 
only to ‘debts which become worthless 
within the taxable year.’ As the Supreme 
Court pointed out, a debt which is 
worthless when acquired by the tax- 
payer cannot be said to become worth- 
less in his hands.” 


Courts reject subrogation 

While acknowledging that upon pay- 
ment of the debt the guarantor is sub- 
rogated to all rights of the creditor, the 
courts have, for the most part, rejected 
that theory as a basis for the finding of 
a debtor-creditor relationship. The 
Third Circuit stated in Pollak: 

“It is doubtless true . . . that under 
the doctrine of subrogation the corpora- 
tion became indebted to [the taxpayer] 
for the payments made by him on his 
endorsements and guaranty as and when 
he made them. But these payments were 
a legal obligation and 
guaranty which he had entered into pre- 
viously at a time when he believed that 
the corporation would prosper and that 
he would not lose as a result of his ac- 
tion. It is utterly unrealistic to suggest 

. that Leo L. Pollak when he entered 
into this transaction ‘fully intended and 
expected to be repaid by the then exist- 


>” 


made under 


ing solvent corporation. 

Still stronger language was used in 
Allen v. Edwards: “Counsel . . . argues 
that the essence of the transaction and 
the cause of the loss was the failure of 
the taxpayers to be able to recover oyer 
and against the principal debtor on the 
right of subrogation. The acquisition of 
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such claim against the principal debtor 
was not the essence or the purpose of 
the transaction. Taxpayers did not make 
payment . for the purpose of ac- 
quiring a worthless claim against the 
corporation, but made those payments 
for the purpose of satisfying their lia- 
bility on their guaranties. 

. “[T]he loss was caused by the neces- 
sity of making payment on their liability 
and not by their failure to obtain sal- 
vage.” 

The argument as to the taxpayer’s 
rights under subrogation was totally re- 
jected in Cudlip v. Commissioner: “Tax- 
ation is concerned with realities; and we 
concur that the contentions here 
advanced by the Commissioner are 
completely unrealistic. The argument 
that, because of payment on the guar- 
anty, petitioners would have a claim for 
reimbursement against the insolvent 
corporation that had no assets and that, 
therefore their loss was a debt which 
became worthless during the taxable 
year in which they made the payment 
is illusory and untenable. . ty 

The theoretical remedies of subroga- 
tion and reimbursement should not be 
the basis for imposing a substantial tax 
liability where, as here, they have little 
foundation in reality. A valid distinction 
exists between a loan and a guaranty, 
and the tax consequences of each should 
correspondingly differ. A loan is usually 
made as an investment and should be 
treated as any other capital investment; 
a guaranty is not an asset at all but is 
a liability. The benfits received by a 
guarantor are indirect benefits only. 


Putnam decision wrong 

The Tax Court in two recent cases 
has refused to follow the Allen, Pollak 
and Cudlip cases. It holds that payments 
made by guarantors of corporate debts 
are deductible as nonbusiness debts, 
and has, until recently, lacked support 
in the circuit courts. However, in Put- 
nam v. Commissioner the Eighth Cir- 
cuit affirmed a holding of the Tax Court 
that such payments could be deducted 
only to the limited extent allowed by 
the nonbusiness debt provisions of the 
Code. The decision does not, unfor- 
tunately, appear to be a well-considered 
case. Nowhere in the court’s decision is 
any reference made to the requirement 
that a debt, in order to be deductible, 
must become worthless within the tax- 
able year. Indeed, the leading case on 
this point, Eckert v. Burnet, is not even 
mentioned in the decision. For aught 


that the Putnam case holds, there is no 
such requirement. 

The case most relied on by the Eighth 
Circuit in holding that the loss was de- 
ductible as a nonbusiness bad debt was 
not even concerned with that matter. 
The only issue in Burnet v. Clark (287 
U.S. 410 (1932)) was whether pay- 
ments made by a guarantor were in- 
curred in his business so as to permit a 
net loss carryover into the following 
year. The Eighth Circuit apparently 
concluded from this that since the pay- 
ments were not made as a part of the 
guarantors business then they must 
have resulted in deductible nonbusiness 
bad debts. This is clearly a non sequitur, 
since a holding that the taxpayer's ac- 
tivities did not constitute a business 
does not necessarily mean that if he 
had been engaged in business the pay- 
ments would have given rise to a de- 
ductible bad debt. It would also have 
been necessary to show that any debts 
created by fulfillment of the guarantees 
became worthless within the taxable 
year. It is regrettable that in finding it 
necessary to decide against the deci- 
sions of four other circuit courts the 
Eighth Circuit did not make a more 
detailed analysis of the problem. 

The Supreme Court has held that 
the making of a specific provision for 
the deduction of bad debts precludes 
their inclusion as an ordinary loss. 
Spring City Foundry Co. v. Commis- 
sioner, 292 U.S. 182 (1934). This hold- 
ing has been paid but lip service, and 
in practice has been circumvented by 
interpreting it as meaning that it is not 
all debts which are excluded from the 
general provisions, but only those which 
have also become worthless within the 
taxable year. 

In any consideration of bad-debt de- 
ductions, contracts of indemnity should 
be distinguished from contracts of guar- 
anty, although this is not always done 
by the courts. While payment by a 
guarantor gives rise to a right of sub- 
rogation and reimbursement, an indem- 
nitor has no such rights. Thus, payments 
made under a contract of indemnity do 
not give rise to a deductible bad debt. 
Payments by an indemnitor can only 
be deducted under some other provi- 
sion, such as business losses or losses 
incurred in transactions entered into 
for a profit. 


Business loss 


Probably the most difficult manner of 
obtaining a deduction in full for pay- 
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ments made under a contract of guar- 
anty is to convince the Treasury that 
the corporate debt was guaranteed as 
a part of the guarantor’s business. The 
Internal Revenue Code (1954, Section 
165(c)(1)) provides that losses in- 
curred in the taxpayer’s trade or busi- 
ness are deductible in full in computing 
net income, unless such loss was com- 
pensated for by insurance or otherwise. 
“Trade” and “business” have never been 
precisely defined. The 
whether the 


question of 
taxpayer 
constitute the carrying on of a business 


activities of a 


is one of fact, the determination of which 
“requires an examination of [all] the 
facts in each case.” 

Where the evidence in the particular 
case establishes that the taxpayer's ac- 
tivities went beyond investment and 
management and became in fact a per- 
sonal activity, a deduction may be per- 
mitted. Commissioner v. Stokes’ Est., 
200 F.2d 687 (3d Cir. 1952); Weldon 
D. Smith, 17 TC 135 (1951). But cf., 
Watson v. Commissioner, 124 F.2d 437 
(2d Cir. 1942). The fact that the pay- 
ment is made as a result of a contract 
of indemnity, guaranty, 
does not affect this result, as the pay- 
ments may be deducted in either case. 

Under certain circumstances the ful- 
fillment of a guaranty may indicate a 
contribution to capital rather than a 
business loss. In Bratton v. Commis- 
sioner (217 F.2d 486 (6th Cir. 1954) ) 
the petitioner-stockholder had _ dis- 
charged the corporate debt and had in- 
duced another to become manager by 
giving him stock and promising that 
the sums paid under the guaranty would 
not be held against the corporation. The 
attempted deduction either as a business 
bad debt or as a business loss was re- 
jected, the court holding that the re- 
lease payments affected 
thereby a contribution to capital. But 
a contribution to capital results where 
an intent, actual or implied, on the part 
of the stockholder-guarantor existed to 
that end. 


rather than 


made _ those 


Transaction entered into for profit 
The 1954 Code (Section 165(c) (2) ) 
provides that losses incurred by an in- 
dividual in any transaction entered into 
for profit are deductible in full, although 
not connected in any way with the tax- 


[The author is editor of the University 
of Pittsburgh Law Review. This article 
is based on a discussion by him in 17 
U. of Pitt. L.R. 83.] 
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payer’s trade or business. The determin- 
ing factor as to whether a loss was in- 
curred as a result of a transaction en- 
tered into for profit is the taxpayer's 
intent at the time the transaction was 
entered into. 

Most recent cases have been charac- 
terized by the attempted deduction of 
guarantor’s payments as a loss suffered 
in a transaction entered into for profit. 
It would seem that one of the reasons 
for this is because of the greater ease 
of proof. To prove a business loss it is 
not only necessary to establish an intent 
to make a profit (as is required in prov- 
ing that a transaction was entered into 
to make a profit) but also it is necessary 
to show that a sufficient number of 
transactions have occurred to constitute 
a business. 


Doctrine development 

In Allen v. Edwards the taxpayers 
guaranteed loans made to the corpora- 
tion which they had helped to organize 
and in which they held substantial 
amounts of stock. After the corporation 
became hopelessly insolvent, but while 
it was still in existence, the taxpayers 
discharged the debts. The Commis- 
sioner contended that the loss was de- 
ductible only as a nonbusiness bad debt. 
The district court, applying the rule of 
Eckert v. Burnet, held that the loss did 
not result from a nonbusiness debt which 
became within the taxable 
year, and that the loss therefore fell 
within the “general broad residuary 
clause” of Section 23(e) and was de- 
ductible as a loss on a transaction en- 
tered into for profit. The court of ap- 
peals affirmed, summarily rejecting the 
the loss was not in- 
curred in a transaction for profit, stat- 
ing: 

“This contention is so clearly at vari- 


worthless 


contention that 


ance with what seems to us to be a 
common everyday interpretation of 
simple language, that clear and convinc- 
ing authority in support of this conten- 
tion would have to be brought forward 
. to support such construction.” 

Intent was considered more fully in 
Pollak v. Commissioner. The petitioner 
there was a stockholder and officer in 
the corporation whose notes he guar- 
anteed. The court held that the guar- 
anty was not entered into with the in- 
tent and expectation of being repaid 
should he have to make good: 

“On the contrary we all know that a 
stockholder who thus loans his credit 
to a ¢orporation does so in hope and 


expectation that the corporation, with 
the additional credit thus made avail- 
able to it, will succeed in preserving or 
adding to the value of his stock. 

He knew, of course, that if the business 
failed he would have to pay but he 
certainly could not have contemplated 
reimbursement by the losing corporation 
in that event.” 

The doctrine of the Pollak case was 
reaffirmed by the Third Circuit in Ans- 
ley v. Commissioner (217 F.2d 252 (3d 
Cir. 1954)). There the taxpayer had 
loaned some bonds to his corporation 
which were used as security in obtain- 
ing a loan. The court held that the loss 
suffered by the taxpayer through the sale 
of the collateral by the bank was de- 
ductible as a loss incurred in a transac- 
tion entered into for profit, stating that 
the loan of the bonds did not differ in 
principle from a guaranty. However, the 
Ansley case contained the added factor 
that the taxpayer was compensated for 
his loan of the bonds, making it more 
clearly a transaction entered into for 
profit. 


CA-6 finds no repayment intended 


In the recent case of Cudlip v. Com- 
missioner the court of appeals overruled 
the finding of the Tax Court that the 
taxpayer “intended to and did expect 
to be repaid . in the event he was 
at any time required to fulfill his obliga- 
tion under the guaranty agreement.” 
As in the Allen, Pollak and Ansley cases, 
the court held that the intention of the 
stockholder in guaranteeing corporate 
obligation is to increase the value of his 
stock, and that such intention is that 
which is required to render a transac- 
tion one entered into for profit. 

However, the decision of Putnam v. 
Commissioner held that a guarantor’s 
payments were not deductible as a loss 
suffered in a transaction entered into 
for profit. In fact, the court felt that 
“very little discussion is needed on this 
point.” The court went on to state that 
“the great weight of authority is that a 
transaction wherein petitioner 
was compelled, as co-maker or guar- 
antor, to pay the balance due on notes 

. is a nonbusiness bad debt deduct- 
ible as a short term capital loss. g 
No direct authority was given for this 
statement. 

The main difficulty with the Putnam 
case is its lack of realism. Why does a 
taxpayer guarantee a corporate obliga- 
tion? The inevitable answer, in the vast 
majority of cases, would be that the 
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guarantor intended to increase the value 
of his stock and the amount of his divi- 
dends. 

The conflict in the courts of appeals 
caused by the Putnam decision can only 
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be resolved by the Supreme Court. 
However, common sense and the Code 
both point up the advisability of claim- 
ing under the “transaction entered into 
for profit” provision. vr 


Why can’t stockholder lend money to a 


corporation? IRS’ and courts’ rule wrong 


i Peeve IRS AND courts are closing in 
on the stockholder who lends money 
to his corporation. The law seems to say 
it’s all right to do this, but IRS and 
courts say otherwise. We find Rabkin & 
Johnson dealing brilliantly with this 
question in their October Taxes Today, 
a part of their Taxation Report serv- 
ice published by Matthew Bender. Rab- 
kin and Johnson are so good here, and 
so full of righteous vigor, that we got 
permission to bring you this short ex- 
cerpt: 

“When an individual considers start- 
ing a new enterprise, his first question 
is generally, “How long will it take to 
get my money back?’ If the answer to 
that question seems satisfactory, he then 
thinks about subsequent profits. But that 
first question is difficult to satisfy under 
the present tax structure, especially if 
the enterprise is‘to be operated in corpo- 
rate form. 

“Before income tax considerations be- 
came so important, the businessman’s 
choice between stock investment and 
loan was dictated largely by credit con- 
siderations: if he needed substantial 
credit, he would put his investment in 
the form of stock; otherwise, he would 
be more inclined to capitalize lightly, 
and ‘lend’ any necessary funds to the 
corporation. The income tax over the 
last couple of decades, however, has 
practically compelled a pattern of mini- 
mum stock and maximum loan. Three 
major tax factors have contributed to 
this course: (1) The interest deduction 
on a loan eliminates the ‘double’ corpo- 
rate tax, whereas a dividend does not. 
(2) If the investment is lost, a bad debt 
receives more favorable tax treatment 
than does worthless stock. (3) Most 
important, the stockholder can be re- 
paid his loan without paying individual 
tax, whereas a redemption of stock is 
generally taxable as a dividend. 

“This last consideration is vital to the 
stockholder who is primarily concerned 
with when he can recoup his initial in- 
vestment. If he is in the 80% bracket, 


and if his corporation is paying 50%, 
the corporation would have to earn 
$1,000,000 before he could recover a 
$100,000 investment out of dividend in- 
come. If he cannot foresee such a 
1,000% profit over a few years, he is 
not likely to invest. Because of this prob- 
lem, it has become standard business 
practice in closely held corporations to 
put only a small share of the total in- 
vestment in stock, and to lend the bal- 
ance. With this safety valve, the corpo- 
ration pays its first profits (after corpo- 
rate tax) in repayment of the loan, and 
the stockholder has recouped his invest- 
ment without individual tax. 

“Now this essential safety valve ap- 
pears to be blocked up. Some years ago 
the Service began a campaign against 
‘thin’ corporations, in which it con- 
tended that a loan to an ‘undercapital- 
ized’ corporation was in effect a stock 
investment. This campaign began on 
two relatively unimportant fronts, the 
disallowance of an interest deduction to 
the corporation, and the disallowance 
of a bad debt deduction to the stock- 
holder. On the whole, it was amazingly 
successful, particularly in the Tax Court 
and the Second Circuit. Glibly reciting 
the virtues of ‘substance and reality’ 
over ‘form and sham,’ the tax tribunals 
have trampled over all the traditional 
legal distinctions between stock and 
debt, and have practically eliminated 
the existence of debt between a closely 
held corporation and its stockholders. 

“Finally (and as this text has warned 
for many years), the Service has opened 
the major front in its campaign. If a 
stockholder’s debt is really a stock in- 
terest, and if the corporation repays 


that debt when it has earnings or profits, 
then that repayment is a stock redemp- 
tion equivalent to a taxable dividend. 
The Tax Court has now completely ac- 
cepted this approach. In Herbert B. 
Miller Estate, 24 TC No. 103, three 
individuals incorporated their partner- 
ship business, with nominal capital 
stock and with corporate notes for the 
balance of the value of the contributed 
assets. The notes were repaid out of 
corporate profits. In a lengthy opinion, 
the court pointed out that the stated 
capital was obviously inadequate for 
the corporation’s business needs, and 
concluded that the capital must there- 
fore be deemed to include the corpora- 
tion’s debt to the stockholders. By this 
same reasoning, of course, an A. T. & T. 
debenture which is issued to obtain 
funds for telephone poles and switch- 
boards would also be capital stock. 

“The whole line of ‘thin corporation’ 
cases, it is submitted is an unwarranted 
perversion of the plain language of the 
tax statutes. More important, however, 
will be the catastrophic result when the 
business world absorbs the full import 
of these decisions. The elimination of 
the safety valve of a debt structure will 
probably stop more new businesses than 
would the prospect of a major depres- 
sion. It is indeed time for Congress to 
step in with corrective legislation, even 
though the present statute should have 
been plain enough. 

“When Congress does consider this 
problem, it might well re-examine the 
fundamental premise that a distribution 
by a closely held corporation is taxable 
before the stockholder has recovered 
his original investment. Is that a realis- 
tic premise in light of the over-all his- 
tory of close corporations? Is there any- 
thing very wrong in a “get-your-money- 
back-first’ policy for investors in small 
businesses, especially since that money 
will in any event come back only after 
first bearing the burden of corporate 
tax? In any case, even if Congress can- 
not go that far, it should certainly re- 
establish the rule that a stockholder may 
himself provide for a return of his in- 
vestment through a debt structure for 
his corporation.” * 





New corporate decisions this month 


Incorporation of partnership tax-free; 
Il-to-1 ratio of debt to capital too 
“thin.” In a series of transactions, the 
individual partners of a limited part- 


nership transferred their interests to 
taxpayer, a newly-formed corporation. 
Thereafter, each had the same interest 
in the corporation as he had had in 
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the partnership. In form they 
ceived corporate notes totalling $528,- 
700 for the property; at the same time 
they subscribed for all the $50,000 
stock. The exchange is determined to 
be tax-free under Section 112(b) (5) 
of the 1939 Code; the corporation re- 
tained the partnership’s basis for the 
assets. However, the $528,700 of “in- 
debtedness” is held to be really a pro- 
prietary interest in the nature of stock, 
as the ratio of debt to capital was 11 
to 1 and the notes were held in the 


re- 


same proportion as the stock. “Interest” 
payments on the notes, being in sub- 
stance dividend payments, are there- 
fore nondeductible. Gunn, 25 TC No. 


54. 


Common dividend on common not 
Section 306 stock. It makes no differ- 
ence whether the common distributed 
is treasury stock or newly- 
issued common stock as long as the 
dividend stock is the same in all re- 
spects as the common stock on which 
issued. Rev. Rul. 55-746. 


common 


Ratio of debt to capital of 1026 to 2 
not too “thin”; corporation was ade- 
quately capitalized with valuable rights 
and goodwill. Two equal partners trans- 
ferred partnership machines valued at 
$1,026,000 to taxpayer, a newly-formed 
corporation, in return for corporate 
interest-bearing notes of $973,000 and 
assumption of $53,000 in liabilities. 
Their investment in the stock totalled 
$2,000. Even though the ratio of debt 
to capital was 1026 to 2, the court de- 
termined the debt to be bona fide. The 
corporation, in addition to the purchase 
of the machines, had acquired from the 
partnership, for no consideration, orders 
and goodwill having a value to the 
corporation of several hundred thou- 
sand dollars. This constituted such an 
- ample investment in the corporation as 
to preclude any justification for hold- 
ing under the thin incorporation doc- 
trine that the debt arising on purchase 
of the assets was in substance a capital 
investment. the notes is 
deductible, and the corporation is held 
to have acquired a new stepped-up 
basis on the bona-fide purchase of the 
machines. Perrault, 25 TC No. 55. 


Interest on 


Corporation not “thin”; goodwill was 
given for stock though not on books. 
[Acquiescence.] The Commissioner 
taxed the repayment to taxpayers of 
notes of their corporation as dividends 
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on the theory that the notes, issued 
upon’ incorporation of a_ partnership, 
were really capital. Notes of about 
$210,000 were issued for the net as- 
sets of the partnership and stock for 
$100 additional cash. However, the 
court said that goodwill contributed 
was substantial, probably in excess of 
$150,000. Therefore the corporation 
was not too thin. 

Nor did the Commissioner prove his 
alternative theory, on which he had 
the burden because it was introduced 
after deficiencies were issued, that the 
notes were taxable boot received on 
a nontaxable exchange. Tauber, 24 TC 
No. 24, acq. IRB 1955-52. 


Jury finds preferred true stock despite 
compulsory annual redemption. The 
taxpayer's two 50% stockholders had 
agreed that upon the death of one of 
them, his estate would turn in its com- 
mon stock for 6% cumulative preferred 
stock, equal in value to half the corpo- 
rate net worth. $12,000 of the stock 
had to be redeemed annually out of 
surplus, and the corporation could be 
liquidated by the preferred shareholder 
for failure to redeem or pay dividends. 
One of the stockholders died, and the 
exchange took place. The corporation 
reported the 6% payment on the stock 
as interest. The jury decided that the 
instrument given the estate was ac- 
tually stock and the payment a divi- 
dend. Simon Manges & Son, Inc., DC 
NY, 10/27/55. 


Service will follow Zenz; no dividend 
on sale of part of stock and redemption 
of rest. In Rev. Rul. 54-458, the Service 
stated that it would follow the Zenz 
decision in cases under the 1939 Code. 
That case held that a sole stockholder 
did not realize dividend income on 
redemption of all his’ stock after he 
had sold stock to an outsider and the 
corporation redeemed all his remaining 
shares for an amount equal to its earned 
surplus. That ruling is equally appli- 
cable under Section 302 of the 1954 
Code. Rev. Rul. 55-745. 


Stock redemption taxed as dividend (old 
law). The court holds that taxpayer 
must pay ordinary income tax on the 
redemption of second preferred stock 
owned by him. There were business 
reasons for the retirement—greater flex- 
ibility in future financing, removal of 
restrictions on common dividends, re- 
moval of threat of 102 tax. But on bal- 


ance, the court said, these business 
pressures were too light to cutweigh 
the fact of transmission of current earn- 
ings to some of the stockholders. [Un- 
der the 1954 Code certain substantially 
disproportionate redemptions are not 
treated as dividends. Ed.] However, 
sales of some of this stock to his daugh- 
ter and her trust were bona fide and 
taxable as capital gain. Northrup, DC 
Conn., 11/15/55. 


Written plan not required for a reor- 
ganization. [Acquiescence.] The non- 
recognition provisions for reorganiza- 
tions are applicable even in the absence 
of some written plan if circumstances 
warrant a finding that such a plan exists 
in fact. The Court finds a plan existed 
here for the reorganization of a family 
corporation though, in form, properties 
were transferred to shareholders in re- 
turn for surrender of their stock, and 
the shareholders on the same day con- 
veyed the properties to a new corpora- 
tion for new stock. Murrin, 24 TC No. 
57, acq. IRB 1955-52. 


Transferor’s basis carried through on 
liquidation; Kimbell-Diamond distin- 
guished. Taxpayer was organized to 
acquire control of an existing New 
York business. This procedure was im- 
posed by the bank which lent the 
money used to purchase all the stock 
of the New York corporation which 
then was liquidated. The Tax Court ap- 
plied the usual rule on liquidations: 
the basis of the assets of the New York 
company in the hands of the new cor- 
poration is the transferor’s basis. It 
distinguished Kimbell-Diamond (187 
F.2d 718) and others on the ground 
that the main reason for the purchase 
of the stock was the acquisition of 
specific assets obtainable in no other 
way. Here the purpose was the acqui- 
sition of a going business. John Sim- 
mons Co., 25 TC No. 76. 


Rent for industrial use of corporate 
property by 25% stockholder was per- 
sonal holding company income (old 
law); corporate return signed by one 
officer invalid (old law). In 1944 tax- 
payer’s entire income consisted of rent 
paid to it by a manufacturing partner- 
ship composed of its two stockholders 
for the use of the corporation’s factory 
building. The Code provided that rents 
received for use of corporate property 
by stockholders holding at least 25% 
of the stock constituted personal hold- 
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ing company income. The corporation 
therefore a personal holding 
company for 1944, but it did not 
file as such. This failure was found not 
to be due to reasonable cause, and the 
25% penalty was applied. Also, since 
the Corporate Form 1120 for that year 
was signed by the president alone, 
and it was not shown that in fact he 
was the treasurer as well, the return 
was not a valid return and the penalty 
for failure to file was sustained. [At 
present, rent is not personal holding 
company income if the property is 
used in the operation of a bona fide 
commercial, industrial, or mining en- 
terprise; Corporate Forms 1120 now 
require the signature of but one officer. 
Ed.] Fourth and Railroad Realty Co., 
25 TC No. 57. 


was 


No deduction for wages of regular em- 
ployees in illegal business (3 dissents). 
In determining whether a bookmaker 
had accurately reported the income de- 
rived from his illegal gambling business, 
the Commissioner increased the gross 
profit from 51/,% to 111/,%, thereby 
disallowing wagering losses of some 
$48,000. Parimutuel machines in the 
state operated on a gross profit of 
111/,% to 121/.%. The court, on the 
basis of the available records, over- 
ruled the Commissioner’s determination, 
and found the wagering losses over- 
stated by $5,000. The majority of the 
court went on to deny deductibility of 
wages paid to employees in the book- 
making establishment. The wages were 
held to be illegitimate expenses of an 
illegitimate business, spent to procure 
the commission of an act outlawed by 
state statute, the non- 
deductible category as illegal bribes. 
Three judges dissent; wages, like other 
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expenses, must be allowed, since the 
tax is on net, not gross, income. Mesi, 
25 TC No. 64. 


Purchaser of assets can’t deduct seller’s* 
estate tax as business expense, despite 
feared transferee liability. In 19338, the 
taxpayer corporation acquired certain 
stock in consideration of its promise 
to pay a $20,000 annuity. Upon the 
transferor’s death in 1940, the Com- 
missioner proposed an estate-tax de- 
ficiency of about $440,000 resulting 
from the inclusion in his estate of the 
stock transferred. The taxpayer paid 
$75,000 in settlement of all estate taxes 
because it feared it would be liable as 


transferee. It claimed a deduction for 
the payment as a business loss. It also 
deducted the $45,000 attorneys’ fee 
paid in connection with the settlement 
as a business expense. The Court held 
that the settlement itself was not de- 
ductible because the assessment was 
of questionable validity, and the facts 
do not show a clear transferee liability. 
The attorney’s fee was, however, de- 
ductible. The corporation believed it- 
self confronted with a substantial trans- 
feree liability and incurred the legal 
expense in good faith to protect its 
property. This was an ordinary and 
necessary business expense. Edwin B. 
Stimpson, DC NY, 12/15/55. 





Taxation of mining: new appellate decisions 


No depletion for coal stripper; he was 
paid for services. Taxpayer contracted 
with the Army to strip-mine certain 
government lands in Alaska. Taxpayer 
was to be paid a fixed price per ton 
for a specified maximum amount of 
coal, but the contract could be termi- 
nated, in whole or in part, at any time 
by the Army. His claim for percentage 
depletion was denied by the Tax Court. 
This court affirms. Taxpayer did not 
have an economic interest in the coal 
property. He had a short-term contract, 
terminable at will, with a maximum 
output. Title to the coal at all times 
was in the government; taxpayer did 
not share in the sales proceeds, he 
simply received payment for services 
performed. Usibelli, CA-9, 12/14/55. 


Coal stripper entitled to depletion; Tax 
Court reversed. The Tax Court had in- 
terpreted taxpayer’s contract with a coal 
stripper as not giving the stripper an 
economic interest in the coal in place. 
Hence in computing its depletion al- 
lowance as a percentage of gross, tax- 
payer need not deduct the payments 
to the stripper. This court reverses: it 
finds the stripper did have an interest 
in the coal. The Tax Court was im- 
pressed with the contract provision that 
taxpayer could order the stripper to 
suspend work. This, it thought, meant 
the stripper had no real right to the 
coal. The circuit court points out that 
if it ordered suspension taxpayer could 
not permit another to strip; for prac- 
tical purposes, stripper had an exclu- 


sive right to the land. Further, taxpayer 
could refuse to accept the coal and to 
pay the stripper. If so, the stripper could 
retain the coal and sell it. This, the court 
said, meant that the stripper was to 
look to the coal itself for reimburse- 
ment. Mammoth Coal Co., CA-8, 11/- 


30/55. 


Statement of intent to hold mineral 
claims inconsistent with abandonment; 
loss disallowed. [Certiorari denied.] In 
1942 the taxpayer removed all equip- 
ment from its Idaho mines, allowed the 
workings to cave in, and set up a sum on 
its books of the salvage value of the 
surface rights. In 1942, 1943, and 1944 
it filed annual statements of intention to 
hold the unpatented claims and paid 
assessments on its patented claims. (A 
patent is a right to use land in the pub- 
lic domain and is essentially equivalent 
to ownership. If lands are unpatented, 
work must be done on them annually or 
these declarations filed.) In 1947 the 
claims and buildings were sold for 
recreational use. Taxpayer claimed an 
abandonment loss for 1942. This claim 
was denied by the district court and the 
circuit court affirms the decision. One 
judge dissented on the ground that 
abandonment for tax purposes is not the 
same as abandonment under mining 
claims law. The annual declaration pro- 
tected not only subsurface but also sur- 
face rights and were necessary for sal- 
vage. Talache Mines, Inc. v. U.S., CA-9, 
12/28/54, cert. den. 10/12/55. 
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TAXATION OF EXEMPT INSTITUTIONS: NEW DECISIONS 








Exempt farmer's coop may allocate 
CCC rental income over five year pa- 
tronage. An exempt farmers’ cooperative 
marketing association realized income 
by renting storage space, unneeded be- 
cause of drought in its area, to the Com- 
modity Credit Corporation during the 
year ended May 31, 1954. It proposes 
to distribute that income on the basis 
of business done with the coop from 
1949 through 1954. The Service holds 
that such allocated amounts may be de- 
ducted in the year ended May 31, 1954, 
provided distribution is made on or be- 
fore the 15th day of the ninth month 
following the close of the year. Rev. 
Rul. 55-591. 


Sales of whiskey received as a stock- 
holder by a charity not fatal to exemp- 
tion. [Acquiescence.] The incorporators 
of a charitable foundation transferred to 
it stock of a distilling corporation en- 
titling the foundation, as a shareholder, 
to purchase stated quantities of whis- 
key at cost. The whiskey was sold on 
behalf of the foundation at a profit. 
The transaction was held not fatal to 
qualification as a charitable organiza- 
tion, for the purchase and sale of liquor 
was limited, temporary and incidental 
to the ownership of the stock. Levin 
Foundation, 24 TC No. 2, acq. IRB 
1955-39. 


Interscholastic athletic association ex- 
empt from tax. A nonprofit association 
organized to promote and protect the 
health of high school athletes through 
uniform interscholastic competition un- 
der the direction and control of school 
officials, and to cultivate the ideals of 
good sportsmanship, loyalty, and fair 
play, is exempt as an educational or- 
ganization. Rev. Rul. 55-587. 


Feeder didn’t turn over all income to 
charity; not exempt (old law). Taxpayer 
was organized to hold title to property 
and to turn over its income to a char- 
itable foundation, if it were ruled to be 
exempt from taxation; pending such 
ruling, it was to turn over to the foun- 
dation only as much of its net income as 
the controlling stockholder saw fit. On 
these facts, the court holds the corpo- 
ration not exempt under Section 101 
(6) (it was not operated exclusively 


for charitable purposes), nor as a title- 
holding corporation under Section 101 
(14) (it did not turn over the entire 
amount of its income less expenses). 
[Under the 1954 Code, an organiza- 
tion is not exempt merely because its 
profits are turned over to an exempt 
organization. Ed.] Cigelman Corp., 
TCM 1955-323. 


Fund for deceased policemen’s and 
firemen’s kin a charity. A non-profit 
corporation organized and operated ex- 
clusively for the benefit of dependent 
widows and children of policemen or 
firemen who lose their lives in the line 
of duty qualifies as a charitable organi- 
zation. Rev. Rul. 55-406. 


Feeder corporation and foundation both 
exempt; dissenters see tax avoidance 
(old law). This case concerned a foun- 
dation (Shattuck-Ohio) and an operat- 
ing company (Ohio Furnace). The 
Shattuck school, a boys’ school under 
church auspices, was approached with 
the suggestion that it could increase its 
endowment by buying Ohio Furnace, 
whose stockholders were eager to sell. 
Finally a separate foundation, the tax- 
payer here, was created to protect the 
school from possible liability. It pur- 
chased the stock for notes and agreed 
to use virtually all its income (dividends 
from Ohio Furnace) to pay the notes. 
The majority holds the foundation and 
the feeder both exempt from tax. Both 
organizations met the statutory tests for 
exemption for years prior to 1951. The 
foundation was required to use the 
fruits of the investment for the pre- 
scribed purposes. The statutory require- 
ment that the profits of the feeder com- 
pany must inure to the benefit of an 
educational organization was satisfied, 
since all of the company’s income in- 
ured to the foundation, which in turn 
vas required to dedicate its income to 
the benefit of educational organizations. 
[For 1951 and subsequent years an or- 
ganization is not exempt merely because 
its profits go to an exempt organization. 
Ed. | 

Two judges dissent: The real purpose 
of the whole arrangement was not 
charitable but merely to permit the 
owners of Ohio Furnace to recover a 
predetermined amount of dividends as 
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“proceeds of sale.” In fact nothing went 
to the school; all the foundation’s in- 
come went to the owners of Ohio Fur- 
nace. Moreover these judges think that 
for years prior to 1951 Congress in- 
tended to tax all feeder companies. 
Ohio Furnace Co., Inc., 25 TC No. 27. 


Community nursing bureau exempt as 
a charity. A community nursing bureau 
operated as a community project, which 
maintains a non-profit register of quali- 
fied nursing personnel and which re- 
ceives its primary support from public 
contributions, qualifies as an exempt or- 
ganization to which contributions would 
be deductible. Rev. Rul. 55-656. 


IRS outlines methods of reporting in- 
come on Form 990A. An exempt organ- 
ization required to file Form 990A may 
report a_ specific and unconditional 
grant for which it creates a reserve in 
the nature of a liability as a disburse- 
ment of the entire amount in the year 
in which the commitment is made, even 
though it is paid over several years at 
the donee’s request or is paid in in- 
stallments over the period necessary to 
accomplish the purposes for which 
made. Payments by a foundation for 
maintenance and repairs to certain 
premises leased rent-free to an educa- 
tional organization may be reflected on 
Form 990A as administrative or op- 
erating expenses of the foundation or 
as contributions, gifts, grants, etc., but 
treatment each year must be consistent. 
Rev. Rul. 55-674. 


No exemption for club providing tele- 
vision antenna service. An organization 
formed for the purpose of furnishing 
antenna service to its members is not 
entitled to tax exemption as a club or- 
ganized exclusively for pleasure, recre- 
ation, and other nonprofitable purposes. 
Rev. Rul. 55-716. 


Regulatory group exempt as a board of 
trade. A nonprofit organization formed 
for the purpose of regulating the sale at 
auction of a specified agricultural com- 
modity in a certain area in order to pro- 
tect alike the interests of producers, 
warehousemen, and purchasers qualifies 
for tax exemption as a board of trade. 
Rev. Rul. 55-715. 


Exemption lost because of business ac- 
tivities. Taxpayer was a trust which 
could have as beneficiaries only tax- 
exempt organizations designated by the 
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trust grantor or his successors. The 
trustees had broad powers and, in ad- 
dition to making the usual type of in- 
vestment, profitably operated a_ hotel 
and three candy shops. Part of the trust 
income was actually distributed to char- 
ities. The Commissioner contended that 
the trust did not itself qualify as a char- 
itable organization under Section 101 
of the 1939 Code. In addition, he ar- 
gued that the trust could not claim a 
deduction for its undistributed income 
under the 1939 Code, Section 162. The 
court agreed on both counts. Its com- 
mercial activities prevented a finding 
that the trust operated exclusively for 
charitable purposes, necessary for ex- 
emption under Section 101. Nor could 
it, in computing its tax as a trust, de- 
duct, as permanently set aside for char- 
ity, the undistributed income. This in- 
come, reinvested in businesses, was not 
used for charitable purposes exclusively 
as required by Section 162. One dissent 
on the ground that the majority are too 
narrow in defining “exclusively.” The 
word is intended merely to exclude non- 
charitable beneficiaries. The deduction 
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should be allowed for undistributed in- 
come. Danz, CA-9, 10/25/55. 


Radio station and cinder plant opera- 
tions taxable to university; but not laun- 
dry operations. A radio station and 
cinder block plant conducted in a man- 
ner similar to commercial undertakings 
by an exempt university constitute un- 
related businesses and the income de- 
rived therefrom is taxable. However, a 
laundry operated primarily for the con- 
venience of the students, officers, and 
employees is not an unrelated business; 
the laundry income is not taxable. Rev. 
Rul. 55-676. 


Exemption lost because of more than 
one exempt activity! One organization 
carried on two principal functions, each 
of which alone would have qualified for 
exemption under 1939 Code Section 
101(9) and Section 101(10) respec- 
tively. As a unit, however, the organiza- 
tion was not tax-exempt because its 
total activities could not qualify under 
either section. Allegemeiner Arbeiter 
Verein, 25 TC No. 47. 


EXCESS PROFITS TAXATION: NEW DECISIONS 


Commissioner’s valuation of invested 
capital not proven erroneous. The dis- 
trict court held that taxpayer failed to 
prove that the Commissioner’s valua- 
tion of common and preferred stock re- 
ceived in transactions connected with a 
mortgage foreclosure reorganization in 
1909-1910 was erroneous. The Com- 
missioner’s valuation of property paid 
was based on valuation of securities is- 
sued. The court held that the 
taxpayer was not entitled to include in 
its equity invested capital, as an addi- 
tion to its accumulated earnings, the 
difference between the face amount of 
general lien bonds of the old company 
in the reorganization and the fair mar- 
ket value of the preferred stock of the 
new company. It did not prove that it 
assumed the liability those old 
bonds. This court affirms. Western Md. 
Ry. Co., CA-4, 12/6/55. 


also 


for 


Didn't show constructive income for 
guard service firm. Taxpayer, organized 
in 1940 to find jobs for ex-Marines, de- 
veloped considerable business furnish- 
ing guard service to war plants. The 
court denied it 722 relief; even if it 


(4a 


could qualify, it had not shown how a 
constructive base-period income could 


be computed for it. Ex Marine Guards, 
Inc., 25 TC No. 65. 


Section 722 action subject to counter- 
claim for other EPT deficiencies. The 
Commissioner's answer to taxpayer's 
722 suit raised an unrelated EPT issue. 
This answer was dismissed by the Tax 
Court for lack of jurisdiction on the 
ground that the Section 722 relief ac- 
tion was not subject to general counter- 
claim. This court a Section 
722 action involves a general determi- 
nation of EPT liability; the Tax Court 
has jurisdiction over the Commissioner’s 
answer. Case remanded. S. Frieder & 
Sons Company, CA-3, 12/28/55. 


reverses; 


EPT income under 722 is amount ex- 
cluded from income tax. A constructive 
average base period net income under 
Section 722 was allowed to taxpayer. 
The court holds that the excess-profits 
income determined by using the con- 
structive credit is the amount of income 
excluded from income tax under Sec- 
tion 26(e) of the 19389 Code. Mutual 


Shoe Co., 25 TC No. 60. 


Resulting corporation in merger can 
use other’s unused EPT credit (old law). 





Taxpayer was the surviving corporation 
in a statutory merger under California 
law. The merged corporation (Valley) 
had an unused excess-profits-credit car- 
ryover. Reversing the Tax Court, this 
court holds that the taxpayer may use 
the credit. The court reviews the cases 
on the effect of mergers on loss carry- 
overs. It follows Stanton Brewing (176 
F.2d 572 (CA-2)) that when the trans- 
action is a true merger the surviving 
company may use the unused credits 
of the disappearing companies. [The 
1954 Code provides for the carryover of 
specific tax privileges through tax-free 
exchanges. Ed.] E. & J. Gallo Winery, 
CA-9, 11/9/55. 


Excess royalty payments not “abnormal 
deduction” for EPT purposes. Taxpayer, 
a manufacturer of packing rings and 
springs used in steam locomotives, was 
not permitted to increase its base period 
income by adding back royalty expense 
in excess of 125% of its pre-base-period 
average. The statute defines such an in- 
crease as abnormal. However, taxpayer 
failed to establish that the excess pay- 
ments were not a consequence of an in- 
crease in its gross income. The court 
rejected taxpayer's argument that 
royalties increased because sales in- 
creased (royalty was a percentage of 
sales), not because gross income in- 
creased. The court said that increases 
in sales, royalties, and gross income 
were inextricable. One dissent on the 
ground that the majority overlooked the 
fact that increased royalties could be 
due on increased sales despite a decline 
in gross income. Locomotive Finished 
Material Co., 25 TC No. 24. 


Claim for 722 relief doesn’t suspend 
statute on EPT; standard issue not 
mentioned. In 1948 taxpayers filed ap- 
plications for relief under Section 722 
for 1944 and 1945. While these appli- 
cations were pending, taxpayer in 1949 
filed a refund claim on the ground that 
the invested capital for 1944 and 1945 
should be increased by goodwill paid 
in at incorporation. This latter claim is 
here held untimely and barred. The 
timely application for relief pursuant to 
Section 722 did not operate to suspend 
the running of the statutory period of 
limitations for a refund of EP taxes 
upon this new ground. One dissent on 
the ground that Congress intended that 
a 722 claim should put the whole EPT 
liability before IRS and the courts. H. 
Fendrick, Inc., 25 TC No. 37. 
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TREASURY ISSUES 


|= RIGHT OF ACCOUNTANTS to 

practice fully before the Treasury, 
upon which some doubt has been 
cast recently by state court decisions, 
seems to have been strengthened by 
Secretary of the Treasury G. M. 
Humphrey. In a statement dated 
January 30, 1956, he said that for 
some months the Treasury Depart- 
ment has had under consideration 
the revision of Treasury Department 
Circular 230 relating to practice be- 
fore the Department. 

“Congress has given the Treasury 
Department the responsibility of 
regulating practice before the De- 
partment,” he said. “It is in the exer- 
cise of this responsibility that the De- 
partment has issued the rules and 
regulations set forth in Circular 230, 
taking into consideration, among 
other things, the need of taxpayers 
for tax advice and assistance, the 
number of tax returns filed each year, 
the volume and complexity of prob- 
lems relating thereto, the skills and 
training required for proper repre- 
sentation of taxpayers’ interests and 
the availability of people who can 
provide such service. 


Circular 230 has operated well 

“The Department believes the 
standards prescribed in Circular 230 
have generally operated in a highly 
satisfactory manner, have made 
available to taxpayers representatives 
to assist them in presenting their in- 
terests to the Department, and have 
facilitated fair and orderly adminis- 
tration of the tax laws. 

“It is the intention of the Depart- 
ment that all persons enrolled to 
practice before it be permitted to 
fully represent their clients before 
the Department, in the manner here- 
inafter indicated. This is apparent 
from section 10.2(b), which states 


CLARIFICATION ON ACCOUNTANT’S RIGHT 


TO PRACTICE 


that the scope of practice (of agents 
as well as attorneys) before the De- 
partment comprehends “all matters 
connected with the presentation of 
a client’s interest to the Treasury 
Department.” Enrollees, whether 
agents or attorneys, have been satis- 
factorily fully representing clients be- 
fore the Department for many years. 
The Department believes this has 
been beneficial to the taxpayers and 
to the Government and that there 
presently appears no reason why the 
persent scope and type of practice 
should not continue as in the past. 


State court decisions 


“The Department’s attention has 
been called to the decisions of cer- 
tain State courts and to statements 
which suggest varying interpreta- 
tions of section 10.2(f) of the Cir- 
cular. This subsection makes it clear 
that an enrolled agent shall have the 
same rights, powers, and privileges 
and be subject to the same duties as 
an enrolled attorney, except that an 
enrolled agent may not prepare and 
interpret certain written instruments. 
The second proviso of the subsection 
states that nothing in the regulations 
is to be construed as authorizing per- 
sons not members of the bar to prac- 
tice law. The uniform interpretation 
and administration of this and other 
sections of Circular 230 by the De- 
partment are essential to the proper 
discharge of the above responsibility 
imposed on it by the Congress. 


Treasury will keep responsibility 
“It is not the intention of the De- 
partment that this second proviso 
should be interpreted an an election 
by the Department not to exercise 
fully its responsibility to determine 
the proper scope of practice by en- 
rolled agents and attorneys before 


the Department. It should be 
equally clear that the Department 
does not have the responsibility nor 
the authority to regulate the profes- 
sional activities of lawyers and ac- 
countants beyond the scope of their 
practice before the Department as 
defined in section 10.2(b) and noth- 
ing in Circular 230 is so intended. 


Ethical behavior required 


“The Department has properly 
placed on its enrolled agents and en- 
rolled attorneys the responsibility of 
determining when the assistance of 
a member of the other profession is 
required. This follows from the pro- 
visions in section 10.2(z) that en- 
rolled attorneys must observe the 
canons of ethics of the American Bar 
Association and enrolled agents must 
observe the ethical standards of the 
accounting profession. The Depart- 
ment has been gratified to note the 
extent to which the two professions 
over the years have made progress 
toward mutual understanding of the 
proper sphere of each, as for example 
in the Joint Statement of Principles 
Relating to Practice in the Field of 
Federal Income Taxation. 


Further observation intended 

“The question of Treasury practice 
will be kept under surveillance so 
that if at any time the Department 
finds that the professional responsi- 
bilities of its enrolled agents and en- 
rolled attorneys are not being prop- 
erly carried out or understood, or 
that enrolled agents and attorneys 
are not respecting the appropriate 
fields of each in accordance with that 
Joint Statement, it can review the 
matter to determine whether it is 
necessary to amend these provisions 
of the Circular or take other appro- 
priate action. % 
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TAX ASPECTS OF ESTATE PLANNING 


Estate & 


OF INTEREST TO TAX PRACTIONERS 


sift taxation 





Linde decision confuses tax treatment 


of cash-basis decedent’s inventory 


by J. NELSON YOUNG 


Now that certiorari has been denied in the Linde case, dicta by the circuit court 


become more troublesome. It is this part of the opinion which introduces un- 


certainty into a decision which on its merits makes much sense accounting-wise. 


This author sees five reassuring factors, however, which may clear up handling 


of cash-basis decedent's inventories 


apes iT MAY provide but little 
consolation, death affords one of the 
few clearly defined opportunities for 
avoiding income taxation within the 
framework of our tax laws: property 
transferred at death takes a date-of- 
death value as its tax cost in the hands 
of the beneficiaries. A typical example 
is found in the estates of farmers who 
acquired farms at depression prices and 
have died in recent years following sub- 
stantial inflation in land values. Con- 
sider a farm acquired in the early 
thirties at a cost of $100 per acre which 
has a value of $400 per acre in 1955 
at the date of the farmer’s death. This 
property may be liquidated by the 
estate or heirs following the decedent’s 
death and the increment of $300 per 
acre will not be subject to tax.1 The 
advantage provided by the statute has 
not been limited to the farmer’s capital 
investment in his farm, however, but 
has also been available with respect to 
inventories of produce and _ livestock 
held by a deceased cash basis farmer.” 
With respect to these inventories, the 
estate of the deceased cash-basis farmer 
has enjoyed a double tax benefit—a 
benefit which is not available to any 
other group of taxpayers in whose busi- 
nesses inventories constitute a material 
income-producing factor.* In the first 
instance, the last return of a deceased 
cash basis farmer includes 1s a business 
expense a deduction for costs incurred 


to the date of death in producing the 
current year’s crops and in raising live- 
stock. Secondly, grain and livestock on 
hand at death are not includible as 
income in the decedent’s last return. 
Rather, these items have been treated 
as property transferred at death which 
takes a date of death value as its basis 
or tax cost in the hands of the executor 
or beneficiaries. Thus the double tax 
benefit follows from the fact that the 
cost of producing the inventories is 
deductible from ordinary income while 
the fair market value of the property at 
death can be realized tax-free upon sub- 
sequent sale by the estate or bene- 
ficiaries. At least, until the recent deci- 
sion in Comm’r v. Linde, (218 F. 2d 1, 
cert. den. 348 U.S. 871), the foregoing 
has been considered an‘ a fortiori con- 
clusion. 


Pre-1934 accrued income of 
cash-basis decedents 


Before turning to the specific prob- 
lem and implications of the Linde case, 
it is necessary to consider the prior 
statutory and case law developments as 
a background. Prior to the Revenue Act 
of 1934 all items of accrued income 
which had not been realized by a cash- 
basis taxpayer as of the date of his 
death were not includible in his last 
income-tax return. Being property 
transmitted at death, the items acquired 
a date of death value as a basis and 


subsequent collection of these amounts 
due the decedent as of the date of his 
death did not result in the realization 
of taxable income. Thus accrued income 
of a deceased cash-basis taxpayer 
escaped taxation altogether.® 


1934: income accrued to date of death 


To plug an obvious loophole in the 
law, Congress, in the Revenue Act of 
1934, required the inclusion in the de- 
cedent’s last return of all items of in- 
come accrued up to the date of death 
regardless of whether his established 
method of reporting income was on a 
cash or accrual basis. 

Although the Congressional intent in 
adding the new provision was sufh- 
ciently clear,* a question arose as to 
the technical meaning and application 
to be given to the phrase “amounts 
accrued up to the date of death.” The 
problem was whether this language 
should be interpreted as requiring the 
application of strict concepts of accrual 
accounting so that the decedent’s right 
to income must have become fixed as 
of the date of his death for the amount 
to be includible in his last return. The 
leading case on this question is Helver- 
ing v. Estate of Enright. [312 U.S. 636 
(1941)] The court held that “accruals” 
under Section 42 were to be construed 
not on the basis of strict accounting 
principles, but “in furtherance of the in- 
tent of Congress to cover into income 
the assets of decedents, earned during 
their life and unreported as income, 
which on a cash return, would appear in 
the estate returns. Congress sought a 
fair reflection of income.” Recognizing 
that it is the “right” to receive, and not 
actual receipt, which is determinative 
under accrual accounting, the court con- 
cluded that amounts due for personal 
services need only be earned prior to 
death and need not have been fixed in 
amount prior to that time. 

This decision constituted a deviation 
from strict concepts of accrual account- 
ing in that the amount due the decedent 
for his proportionate interest in fees for 
unfinished business had not been estab- 
lished as of the date of death.? The rule 
of the Enright decision was _ subse- 
quently applied in Helvering v. Mc- 
Glue’s Estate, a case also involving ac- 
crued compensation for personal serv- 
ices. 

Armed with these decisions, the Com- 
missioner next attempted to apply Sec- 
tion 42 to require inclusion of inven- 
tories of cattle and grain of a deceased 








or 


cash-basis farmer in his final return as 
items of gross income “accrued up to 
the date of his death.” In Estate of Tom 
L. Burnett [2 TC 897 (1943), acq., 
1944 Cum. Bull. 4, appeal dismissed 
upon motion by the Commissioner (5th 
Cir. July 7, 1944)], the inventories in 
question exceeded $160,000 on the 
basis of date of death values. The Tax 
Court distinguished the preceding cases 
and concluded that inasmuch as the 
decedent had not contracted prior to 
death to sell the produce and cattle, 
he held no legal right to receive the 
sale value from another and thus there 
was lacking any proper basis for ac- 
cruing income at his death. This de- 
cision stands squarely for the proposi- 
tion that mere ownership at death of 
property held for sale in the ordinary 
course of business does not constitute 
accrued income—a proposition thor- 
oughly consistent with sound accounting 
and business practice. 


1942: income in respect of a decedent 

Although the changes made by the 
Revenue Act of 1934 served to close an 
obvious loophole, they also imposed an 
undue hardship in that they often served 
to pyramid in the decedent’s last return 
substantial amounts of income which 
might not be received until several years 
following his death. For this reason, 
Congress in 1942 effected a fundamen- 

change in the provisions governing 
income of decedents. There were two 
basic aspects to the change. The first 
was restoration of the pre-1934 rule so 
that income of a cash-basis taxpayer 
which had accrued at death would not 
be included in his last return. To pre- 
vent tax avoidance with respect to such 
income, however, a new section was 


added (1939 Code Section 126; 1954 


Prior to the adoption of the 1954 Code this 
opportunity was not available with respect to 
property held in joint tenancy since the surviving 
joint tenant was held to have acquired his interest 
by purchase and not by “bequest, devise or 
inheritance.” Helen G. Carpenter, 27 BTA 282 

1932); IT 8785, 1946-1 Cum. Bull. 98. This 
discrimination against joint tenancy property has 
been eliminated in the case of decedents dying 
after December 31, 1953, and the surviving 
oint tenant is now accorded a date of death 

ue as the basis. IRC Sec. 1014(b)(9). 

This ‘opportunity is not available in the case of 

accrual-basis farmer, since his last return will 
necessarily reflect the value of inventories of grain 
ind livestock on hand at the date of his death. 
Reg. 118, Sec. 39.22(a)-7(b) (1953). 

It is generally required that a taxpayer must 
follow the accrual (inventory) method of deter- 
mining income in any case in which the pro- 
duction, purchase or sale of merchandise is an 
income producing factor. IRC Sec. 471; Reg. 118, 
Sec. 39.22(c)-1 (1953). However, for obvious 
reasons of administrative convenience, a long- 
standing exception has been made with respect 
to farmers who are given the option of electing 
the inventory or cash method of accounting for 
income. Reg. 118, Sec. 39.22(c)-6 (1953). 

* Accrued income of a de-eased cash-basis tax- 
payer refers to amounts which are not actually or 


Code Section 691) which provided that 
“the amount of all items of gross income 
not properly includible in the decedent's 
last return or a prior return” should be 
reported when received as gross income 
of the estate or beneficiaries, as the case 
might be, depending upon who acquired 
the “right to receive the amount” by 
reason of the death of the decedent- 
etaxpayer. 

It is apparent from the Report of the 
Senate Finance Committee that it was 
the Congressional intent in adopting 
Section 126 to shift income accrued up 
to the date of death (i.e., former Sec- 
tion 42 income) to the estate or bene- 
ficiaries of the decedent. This mani- 
festation of legislative intent was specifi- 
cally recognized in O’Daniel’s Estate v 
Comm’r. (173 F.2d 966), where it was 
held that Section 126 was applicable 
to a bonus earned by the decedent dur- 
ing his lifetime which was neither fixed 
in amount nor paid until after his death. 

In subsequent decisions, Section 126 
(1954 Code Section 691) has been held 
applicable in the case of voluntary con- 
tinuation of salary payments to the de- 
cedent’s estate® and to payments to the 
decedent’s estate of alimony arrearages 
which had accrued as of the decedent’s 
death.!° Recently, the Commissioner 
has ruled that the statute is applicable 
with respect to recovery upon a claim 
for loss of profits on account of patent 
infringement which was in litigation at 
the time of the decedent’s death." 
Until the Linde decision, however, no 
case has arisen under this section re- 
lating to the problem of inventories held 
by a deceased cash-basis farmer. 


Implications of the Linde decision 
The Linde case involved a deceased 
cash-basis farmer who owned and oper- 


constructively received prior to death. 
5 Nichols v. United States, 64 Ct. Cl. 241 (1927), 
cert. denied, 277 U.S. 584 (1928) (accrued 
partnership income representing sales commissions 
earned but not collected prior to decedent’s death) ; 
Walter R. McCarthy, Exec., BTA 525 (1927) 
(accrued salary); William G. Frank, Admin., 6 
BTA 1071 (1927) (accrued interest). 
6 The report of the Committee on Ways and 
Means contained the following statement with 
respect to the change: ““The courts have held that 
income accrued by a decedent on the cash basis 
prior to his death is not income to the estate, and 
under present law, unless such income is taxable 
to the decedent, it escapes income tax altogether. 
. Section 42 has been drawn to require the in- 
clusion in the income of a decedent of all amounts 
accrued up to the date of his death regardless of 
the fact the at he may have kept his books on a 
cash basis.” H. R. Rep. No. 704, 73d Cong.. 2d 
oo (1934) 1939-1 (Part 2) Cum. Bull. 554, 
75 


7 It is an established principle of accrual account- 
ing that all essential events must have occurred to 
fix the amount due before an item is to be in- 
cluded in the taxvayer’s gross income. Lucas v. 
North Texas Lumber Co., 281 U.S. 11 (1930); 
United States v. Anderson, 269 U.S. 422 (1926). 
8 “Since the Revenue Act of 1934 the revenue 
laws have contained provisions including in the 
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ated vineyards. He marketed wine 
grapes by delivering them to wineries 
owned by cooperative marketing associ- 
ations of which he was a member. The 
associations processed the grapes into 
wine and marketed the product on be- 
half of the members. Each member de- 
livered an agreed quantity of grapes to 
the wineries where they were com- 
mingled and became part of a wine pool 
of that particular year. Each member 
was assigned a percentage interest in 
the pools and received his share of the 
net proceeds after the wine had been 
marketed by the association. By the 
terms of the marketing agreements, it 
was provided that the “Association buys 
and the Grower sells” the grapes de- 
livered to the wineries. The agreements 
also provided that the associations could 
borrow upon the security of the wine 
pools and “shall exercise all other rights 
of ownership without limitation and may 
sell or pledge for its own account . . 

all or any part of such pools.” At the 
date of the decedent’s death, he held 
unliquidated interests in a number of 
wine pools. After his death the associa- 
tions marketed the wine on hand and 
distributed the proceeds to his estate or 
to his widow as sole beneficiary. It was 
the Commissioner's contention that 
these proceeds constituted income in 
respect of a decedent under Section 126 
(1954 Code Section 691). The Tax 
Court took the position that the amounts 
in question could be taxed as income in 
respect of a decedent only if they repre- 
sented payment of the deferred pur- 
chase price of grapes which the dece- 
dent had sold to the cooperatives dur- 
ing his lifetime. This was ruled out, 
however, on the ground that under local 
law the agreements between the dece- 
dent and the cooperatives did not consti- 


income of a decedent for the period in which falls 
the date of his death all income accrued up to the 
date of his death not otherwise properly includible 
in respect of such period or a prior period, While 
such income should be subject to income tax, hard- 
ship results in many cases from including in the 
income for the decedent’s last taxable period 
amounts which ordinarily would be _ receivable 
over a period of several years. This section changes 
the existing law by providing that such amounts 
shall not be included in the decedent’s income but 
shall be treated, in the hands of the persons re- 
ceiving them, as income of the same nature and 
to the same extent as such amounts would be 
income if the decedent remained alive and re- 
ceived such amounts. . . . The right to income is 
treated in the hands of the decedent differently 
from his other property, and when his estate or 
his legatee takes his place with respect to this 
income, it is proper to continue to treat this right 
in their hands in the same manner as it would be 
treated in the hands of the decedent.” S. Rep. No. 
1631, 77th Cong.. 2d Sess., (1942) 1942-2 Cum. 
Bull. 504, 579-580. (Emphasis added. ) 

® Bausch’s Estate v. Comm’r, 168 F. 2d 313 (2d 
Cir. 1951). 

10 Estate of Sarah L. Narischkine, 14 TC 1128 
(1950), aff'd per curiam, 189 F.2d 257 (2d Cir. 
1951). 

11 Rev. Rul. 55-463, 1955 Int. Rev. Bull. No. 30. 
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tute a sale and purchase, but rather 
created a fiduciary relationship so that 
the wine—the product of the grapes— 
was held by the cooperatives as agents 
or trustees.!2 On this basis it was con- 
cluded that since the wine was not sold 
by the cooperatives until after the dece- 
dent’s death, the amounts could not be 
treated as income in respect of a dece- 
dent. The Tax Court said: 

“Since such sales were not made dur- 
ing decedent’s lifetime there could be 
no distributable proceeds due him when 
he died. Accordingly, no right to income 
from this source arose during the dece- 
dent’s lifetime.”!% 

Upon appeal the Ninth Circuit re- 
versed and held for the Commissioner. 
The court relied principally upon the 
fact that the transactions giving rise 
to the payments had been fully con- 
summated by the decedent prior to his 
death and that nothing more remained 
to be done by his successors in interest 
to bring about a realization of the 
amounts in question. The rationale of 
the decision is summarized in the fol- 
lowing extracts: 

“The payments which the taxpayer 
received in 1945 were realized under 
and in consequence of contracts and 
deals made by the decedent in his life- 
time. No act or thing taken or performed 
by the taxpayer operated to procure or 
to give rise to this payment. Such pay- 
ments had their source exclusively in 
the decedent’s contract and arrangement 
with the cooperative associations. 

“After decedent had delivered his 
grapes to the associations all he had 
remaining was a right to collect sums 
of money, the amounts of which awaited 
the event of marketing.”!4 

If the court had rested with these 
statements, there would be no quarrel 
with the decision. The result reached 

clearly squares with the realities of 
‘the situation. The property interest in 


12 This conclusion was premised upon the obliga- 
tion imposed upon the cooperatives by local law 
to account to the decedent for his share of the pro- 
ceeds from the sale of the wine pools. California 
& Hawaiian Sugar Refining Corp., Ltd. v. Comm’r, 
163 F.2d 531 (9th Cir. 1947). 

1317 TC 584, 594 (1951). 

14213 F.2d at 4 and 7. 

15 The decedent should be bound by these trans- 
actions not only with respect to third parties who 
might deal with the cooperatives, but also with 
respect to the revenue. See Moline Properties, Inc. 
v. Comm’r, 319 U.S. 436 (1943). 

16213 F.2d 1, 7. The court also indicated that 
they would make no distinction between a sale 
of property by the decedent prior to his death and 
a mere consignment. This suggestion does not 
square with the established principle that income 
with respect to the sale of property does not arise 
until there is a closed transaction. See note 20 
17 Note, “Income in Respect of Decedents: The 
Scope of Section 126,” 65 Harv. L. Rev. 1024. 
18In IT 3910, 1948-1 Cum. Bull. 15, the Treas- 
ury ruled that the fair market value of wheat do- 
nated by a farmer to a charity was includible in 
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the grapes had been transferred by the 
decedent to separate legal entities for 
the purpose of producing and marketing 
wine. To further the accomplishment of 
his purpose, the decedent endowed the 
cooperatives with full and complete title 
and all attributes of ownership with re- 
spect to his interest in the wine pools.!® 
All that he retained was a right to share 
in the proceeds of the sale of the wine— 
a right to which his personal representa- 
tive and widow succeeded at his death. 


Trouble with Linde decision 


The disturbing feature of the decision 
is to be found in dicta wherein the 
court declined to apply the principle of 
the Burnett case in the interpretation of 
Section 126 (1954 Code Section 691) 
and indicated their tacit approval of a 
recent proposal that this section should 
be extended to apply to inventories held 
by the decedent for sale in the regular 
course of business.!® The gist of the pro- 
posal is that the personal representative 
or beneficiaries should be deemed to 
step into the decedent’s shoes with re- 
spect to this property and should be 
taxed in the same manner as the dece- 
dent would have been taxed had he 
survived, the theory being that the 
statutory provision was intended to 
apply to all types of recurring income 
relating to the decedent’s business or 
occupation.17 This proposal is akin to 
the Commissioner’s unsuccessful attempt 
in recent years to attribute to a farmer- 
donor realization of income upon con- 
summation of an inter vivos gift of grain 
or livestock.18 In either case, whether 
the gift is inter vivos or at death, the 
problem arises with respect to products 
of a regular business which are in the 
nature of income. 


Five reassuring factors 


It is inherent in the foregoing discus- 
sion that the question which arises with 


the donor’s gross income. This ruling was aimed at 
the inequity of a double deduction—one for the 
cost of raising og? grain as a business expense and 
the other for the fair market value of the grain at 
the date of the gift as a charitable contribution. 
The courts, however, have consistently refused to 
sustain the Commissioner. Campbell wv. Prothro, 
209 F.2d 331 (5th Cir. 1954); White wv. Brod- 
rick, 104 F. Supp. 213 (D. Kan. 1952). Recently 
the Commissioner has revoked IT 3910 and has 
issued a new ruling that no income is realized upon 
consummation of a gift of inventory property to 
a charity, but that proper adjustment must be 
made to eliminate the cost of producing the prop- 
erty from or gp business expenses. Rev. Rul. 
55-138, 1955 IRB No. 11 at 15. 

In IT 3932, 1948-2 Cum. Bull. 7, the Treasury 
also ruled that a farmer who gave cattle to his 
son realized income to the extent of the fair 
market value of the cattle at the date of the gift. 
On this point also, the courts have consistently 
held against the Commissioner. rn SoRelle, 22 
TC 459 (1954); Estate of W. G. Farrier, 15 TC 
we (1950); acq. (to both decisions). 1955 IRB 
No. 17 at 6. Similarly, it has been held that 


respect to inventories held by a dece- 
dent is one of conflicting and competing 
statutory provisions—Section 1014 ver- 
sus Section 691. Does Section 1014 
govern so that inventories are to be 
treated as property acquired from the 
decedent at death which takes a date 
of death value as basis in the hands of 
the personal representative or benefici- 
aries? Or are these items to be treated 
as income in respect of a decedent 
within Section 691 so that the entire 
proceeds will be included in the gross 
income of the estate or beneficiaries? 
Although the dictum in the Linde case 
may seem to cast a shadow over the 
generally accepted view that Section 
1014 prevails, a thorough consideration 
of all factors warrants the conclusion 
that the implications of the Linde case 
are not well founded. 

In the first place, the language of 
Section 691 does not justify its applica- 
tion in these circumstances. This sec- 
tion provides that the estate or benefici- 
aries shall be taxed upon “the amount of 
all items of gross income in respect of 
a decedent . . . if the right to receive 
the amount is acquired from the 
decedent.” By the terms of the statute, 
the decedent must hold a “right to re- 
ceive” an amount of gross income which 
at death to his personal repre- 
sentative or beneficiaries.19 With re- 
spect to personal services rendered by 
the decedent, the right to receive com- 
pensation arises concurrently with the 
rendition of the services even though 
the amount thereof may not be fixed and 
determined until a later date. On the 
other hand, in the case of property held 
for sale, the right to receive an item of 
gross income with respect thereto does 
not arise until the owner has consum- 
mated a closed transaction—namely, de- 
livery of possession or transfer of title 
to a buyer pursuant to a contract of 
sale.2° Nothing in Section 691 alters this 


passes 


income is not to be attributed to the donor upon 
subsequent sale of the property by the donee. 
Alexander v. Comm’r, 190 F.2d 753 (5th Cir. 
1951); Visintainer v. Comm’r, 187 F.2d 519 (10th 
Cir. 1951), cert. denied, 342 U.S. 858 (1951). 

1° The requirement that the decedent hold a “right 
to receive” income at his death is specifically 
acknowledged by the Commissioner in his latest 
ruling upon the application of Sec. 691. Rev. Rul. 
55-463, supra note 11. 

20 Lucas v. North Texas Lumber Co., 281 U.S. 
11 (1930); Pacific Grape Products Co. v. Comm’r, 
219 F.2d 862 (9th Cir. 1955); Veenstra & De- 
Haan Coal Co., 11 TC 964 viet oo" Ma- 
chine & Welder Co., 11 TC 952 (1948 

21 Brief for Respondent, p. 

22 It should be observed that the Commissioner was 
not seeking to apply Section 691; rather, allow- 
ance of a date of death value as basis was appar- 
ently conceded. The only question was the charac- 
ter of the gain which represented appreciation in 
a a= 4 occurring subsequent to the decedent’s 
deat 

23 Grace Bros., Inc. v. Comm’r., 
(9th Cir. 1949); ‘Williams v. 


173 F.2d 170 
McGowan, 152 
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well-established principle of tax law. 

Secondly, Section 691 should be con- 
strued in the context in which it was 
adopted—namely, to supersede Section 
42 of the Revenue Act of 1934 and to 
apply only to income “accrued” at death 
as that term was used in the former Sec- 
tion 42 and broadly construed in the 
Enright decision. In the Burnett case 
decided under former Section 42, it was 
held that the mere ownership of in- 
ventories of grain and livestock at death 
was not sufficient to warrant their treat- 
ment as income accrued at death. 

Thirdly, further reassurance is to be 
found in the position taken by the gov- 
ernment in its brief submitted in opposi- 
tion to the taxpayer’s application for cer- 
tiorari in the Linde case, where it is 
stated: 

“The Commissioner does not contend 
that mere ownership by the decedent at 
the time of his death is enough to sup- 
port taxation under Section 126 [Section 
691]. Cf. Burnett v. Commissioner, 2 
TC 897 (Acquiescence, 1944 Cum. 
Bull. 4).”21 

This statement indicates that the 
Commissioner adheres to the principle 
of the Burnett decision and is not likely 
to press for extension of Section 691 to 
inventories held by the decedent. 

Fourthly, the dictum in the Linde 
case seemingly endorsing the extension 
of Section 691 to these items is premised 
on the proposition that the personal 
representative or beneficiary should be 
treated as stepping into the shoes of the 
decedent with respect to inventories of 
property held for sale in the ordinary 
course of business. The decisions, how- 
ever, do not sustain this theory, as is 
aptly demonstrated in Estate of Jacques 
Ferber (22 TC 261). In this case the 
decedent had been engaged in the re- 
tail fur business. The executors con- 
tinued to operate his retail store to 
maintain its goodwill until it could be 
F.2d 570 (2d Cir. 1945). 

City Bank Farmers Trust Co. v. Comm’r., 112 
2d 457 (2d Cir. 1940); Adams v. Comm’r., 110 
.2d 578 (8th Cir. 1940); Refling v. Burnet, 47 
2d 859 (8th Cir. 1931); cf. Waterman’s Es- 
ate v. Comm’r., 195 F.2d 244 (2d Cir. 1952). 

IR Code Secs. 741, 751. Disposition as em- 
ployed in the text, means sale or exchange. 

® Secs. 736, 751, 753. ; 

Joint Committee on Internal Revenue Taxation 
Summary of the New Provisions of the Internal 
Revenue Code of 1954 94 (1955). See also: S 
Rep. No. 1622, 83d Cong., 2d Sess. 99 (1954). 

28 Note, 65 Harv. L. Rev. 1024, 1032, (1952). 

2° The burden is somewhat alleviated, of course, 
by the fact that a deduction is allowed for the 
estate tax attributable to the inclusion of the out- 
standing fees in the gross estate. IRC Sec. 691(c). 

The character of the income is different, of 
course, in that gain upon investment property is 
treated as capital gain. However, this does not 
affect the basic policy consideration as to whether 
income should be recognized by the successors in 
interest with respect to pre-death increment in 


value realized by sale or exchange of the property 
subsequent to the decedent’s death. 


I 
I 
I 
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sold as a going concern. Sale of the 
store was effected exclusive of a large 
portion of the inventory of furs on hand 
at the decedent’s death. These were 
subsequently sold in bulk at private 
auction and by negotiation. The Com- 
missioner took exception to the treat- 
ment of the gain on these sales as 
capital gain on the ground that the furs 
‘in the hands of the executors retained 
their character as property held for 
sale in the ordinary course of business.?? 
The Commissioner was relying upon 
the cases holding that the decedent, had 
he lived, could not have sold the furs 
in bulk without realizing ordinary in- 
come.” The Tax Court quickly disposed 
of this contention by pointing out that 
the estate is a different taxpayer and 
that the personal representative in per- 
forming his function of liquidating and 
administering the estate is not engaged 
in carrying on a trade or business. Con- 
sequently, the furs in question could 
not be déemed to have been held for 
sale by the executors in the ordinary 
course of business. This decision, which 
follows several earlier cases defining the 
status of the decedent’s personal repre- 
sentative,** is in direct conflict with the 
proposed extension of Section 691. 


Decedent's share of receivables 

The concluding and most persuasive 
factor bearing upon Congressional intent 
is a recent legislative expression which 
is diametrically contrary to the proposed 
extension of Section 691 to inventories 
held by the decedent at his death. 
Under the partnership provisions of the 
1954 Code, it is provided that a partner- 
ship interest shall be treated as a capital 
asset except to the extent of the partner’s 
interest in unrealized receivables and 
substantially appreciated inventories. 
Upon inter vivos disposition of his 
interest in the partnership, the partner’s 
interest in these items will be taxed as 
ordinary income.” In the event of death 
of a partner and settlement of his inter- 
est in the partnership, his interest in 
unrealized receivables is taxable as in- 
come in respect of a decedent under 
Section 691.26 The statutory language 
is not clear, however, as to the treat- 
ment of the proceeds representing the 
decedent’s interest in partnership in- 
ventories. On this point the Joint Com- 
mittee on Internal Revenue Taxation 
has specifically indicated that a de- 
ceased partner’s interest in partnership 
inventories will take a date-of-death 
value and that the proceeds thereof will 
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[J. Nelson Young, CPA, professor of 
law at the University of Illinois, serves 
on the executive committee of the sec- 
tion on state taxation of the Illinois 
State Bar Association. His article is 
based on a lecture delivered at an ISBA 
meeting and later published in 44 
Illinois Bar Journal 44.] 


not be taxed as income in respect of a 
decedent under Section 691. The fol- 
lowing statement is taken from a sum- 
mary of the 1954 Code prepared by the 
staff of the Joint Committee: 

“The 1954 Code provides that a de- 
cedent partner's share of unrealized re- 
ceivables, and other payments not 
treated as payments for a capital inter- 
est in the partnership, are to be treated 
as income in respect of a decedent. Such 
income is taxed to the estate or heirs 
when received or accrued, with an ap- 
propriate adjustment for estate taxes 
paid with respect to the rights to re- 
ceive the income. A decedent's share 
of appreciated inventory items is not 
treated as income in respect of a de- 
cedent. His interest in such items is to 
be increased or decreased in basis in 
the same manner as would be the case 
if he had held the property directly.”27 
(Emphasis added. ) 

This expression of Congressional in- 
tent would seem to administer a coup 
de grace to the proposed extension of 
Section 691 to inventories held by a de- 
cedent at death. 


Policy aspects 

There are, of course, nice policy con- 
siderations involved in the problem re- 
garding the treatment of inventories 
held by the decedent at death, particu- 
larly with respect to those held by a 
cash-basis farmer. Application of Sec- 
tion 1014 clearly discriminates in favor 
of the taxpayer whose income is derived 
from the production and sale of per- 
sonal property as compared with one 
whose income is derived from personal 
or professional services.28 Compare, for 
example, the estate of the deceased 
cash-basis farmer holding inventories of 
grain and livestock valued at $5,000, 
with the estate of a deceased cash-basis 
attorney holding accounts for outstand- 
ing fees in the amount of $5,000. In 
both instances the respective amounts 
are items of corpus includible in the 
gross taxable estate. But for purposes 
of the income tax, the farmer’s estate 
may liquidate the grain and cattle and 
realize the full $5,000 free of tax, while 
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the attorney’s estate must. treat the en- 
tire amount of outstanding fees collected 
as ordinary income.?® 

The policy question is broader, how- 
ever, than the foregoing illustration may 
suggest. Similar favorable discrimina- 
tion is found in the estate of an investor 
who holds investment properties which 
have substantially appreciated in value 
activities may 
have been of a regularly recurring na- 


and whose investment 


ture. The increment in these investments 
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is inherently income*°—as much so as 
the deceased attorney’s outstanding fees. 
Yet this increment can be realized free 
of tax by the investor’s estate. As noted 
at the outset, discrimination is inherent 
in Section 1014 which accords a date 
of death value as the basis of property 
transferred at death. Although the policy 
of the statute may be questioned, any 
change therein should be effected by 
Congress and not by an erroneous ex- 
tension of Section 691. 


How Code changes affect estate-planning 


techniques of the corporate executive 


ISCUSSIONS OF ESTATE PLANNING 

generally do not pay much heed to 
the corporate executive—a man whose 
estate is frequently larger and more 
difficult to plan than he thinks. A good 
many of the changes made by the 1954 
Code will affect him particularly. To 
see how they work, let us consider these 
changes as they apply to one typical 
client—the man who can be described 
thus: He has a wife, children of whom 
are and other 
dependents. His personal estate is large 
with a substantial amount of personal 
life insurance and endowments. He is 
now receiving a high salary, and ex- 
pects to receive increases. He is covered 


one or more minors, 


under a qualified pension trust, a quali- 
fied profit-sharing trust, a group life 
policy, and possibly all other types of 
group coverages. 


Pension benefits 

Change No. 1, which exempts from 
federal estate taxes the death benefits 
payable under qualified pension and 
profit-sharing trusts which are attrib- 
‘utable to employer contributions, may 
affect pre-1954 estate planning tech- 
niques concerning the method of dis- 
tribution of not only the death benefits 
but also the retire ient benefits and 
severance benefits. 

Prior to 1954 it was normal, espe- 
cially in the case of profit-sharing trusts, 
but also in many pension trusts, for our 
corporate executive to provide as fol- 
lows: 

1. That his death benefit prior to re- 
iirement would be payable in one sum 
to his estate, to provide cash for the 
nayment of estate taxes and expenses. 

2. That his retirement benefit would 
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be payable in one sum to him, to obtain 
long-term capital-gains treatment. 

3. That his severance benefit would 
be payable in one sum to him, to obtain 
long-term capital-gains treatment. 

Now, under the 1954 Code it may 
be advisable for our corporate execu- 
tive to revise those methods of distribu- 
tion as follows: 

1. To have his death benefit payable 
to designated beneficiaries other than 
his estate. This is because the exemp- 
tion from federal estate taxes granted 
by the 1954 Code applies only to death 
benefits payable to designated bene- 
ficiaries. 

2. To have his retirement benefit and 
his severance benefit retained under the 
trust and payable to him over a long 
period, with the severance benefit de- 
ferred in payment for as long as pos- 
sible. The first reason for this revision 
is to assure him that, upon the event of 
his subsequent death, any balance of 
his retirement or severance benefits will 
be exempt from his federal estate tax; 
the exemption applies only to death 
benefits payable “from and under” a 
qualified plan and therefore does not 
apply to a retirement or severance bene- 
fit which had been distributed prior to 
the date of his death. The second reason 
for this revision is to keep the retire- 
ment or severance benefit under the 
qualified trust for as long as possible; 
the qualified trust is tax-exempt. 


Plan funded by individual policies 


The fact that the exemption from 
federal estate taxes applies only to 
death benefits attributable to employer 
contributions raises an important prob- 
lem in the case of pension and profit- 





sharing plans funded by individual in- 
surance policies. The difference be- 
tween the death proceeds and the re- 
serve constitutes the “life insurance 
protection” portion of the individual 
policy. The amount of annual premium 
allocated to such “life insurance protec- 
tion” is considered as constructively re- 
ceived each year by the insured em- 
ployee. If the trust is non-contributory, 
that allocated amount of premium paid 
by the employer is taxable as income to 
the employee, just as if such amount 
were distributed outright to the em- 
ployee. Therefore, the problem is this: 
Does the “life insurance protection” 
portion of the policy at the time of 
the employee’s death constitute death 
benefits attributable to employer’s con- 
tributions or to the employee contribu- 
tions? If the latter, then such death 
benefits may not be exempt from fed- 
eral estate taxes under the strict word- 
ing of the 1954 Code. It is hoped that 
the new Regulations will cover this 
point specifically. 

It is possible that the Treasury De- 
partment may allow an exemption to 
the “life insurance protection” portion 
of an individual policy held under a 
qualified plan on the special ground 
that such death benefits are proceeds of 
life insurance and are exempt under the 
laws applying to personal life insurance. 
However, I doubt this result. 

It is also possible that the Regula- 
tions may allow such exemption in the 
case of non-contributory trusts but not 
allow the exemption in the case where 
the employee has contributed an 
amount equal to the “life insurance 
protection” portion of his policy. If this 
distinction is made, it may be an in- 
ducement to revise many existing pen- 
sion trusts to exclude any requirement 
for employee contributions to the “life 
insurance protection” portion of the 
individual policies held under the trust. 


Personal life insurance 


The elimination of the premium pay- 
ment test may affect pre-1954 estate 
planning techniques concerning not 
only the ownership of existing insur- 
ance policies, and the ownership of 
new policies, but also the use of in- 
surance policies as items of property 
to qualify for the marital deduction. 

Prior to 1954 it was normal for our 
corporate executive to be the owner 
of all personal insurance issued on his 
life, and therefore his personal insur- 
ance would be subject to his federal 
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estate taxes. This was. because most 
insureds could not properly avoid the 
premium payment test of taxation; most 
of them paid the premiums directly or 
indirectly. Also, prior to 1954 it was 
normal for our corporate executive to 
use his personal life insurance to qual- 
ify for the marital deduction. 

Now, under the 1954 Code it may be 
advisable for our corporate executive 
to make gifts of a part of his existing 
personal insurance, and also to have 
the ownership of new insurance vested 
in another. The effect of this revision 
would be to eliminate the death pro- 
ceeds from his taxable estate. Another 
effect would be to completely change, 
in many cases, his estate plan relating 
to the property to be used to qualify as 
“marital property.” 

These consequences are interrelated. 
For example, if our corporate executive 
wants his wife to get as much of his 
total estate as possible free from estate 
taxes, then he may find it advisable to 
make his wife the owner of all or a 
large part of his existing or new insur- 
ance and also leave her one-half of his 
taxable property as “marital property.” 
On the other hand, if our corporate 
executive wants to restrict his wife to 
only one-half of his total estate, then 
he would upset that plan if he made a 
gift to her of any of his existing per- 
sonal insurance, or if she became the 
owner of any new personal insurance, 
because he might be thereby giving her 
more than one-half of his total estate. 


Contemplation of death 


Another technical problem exists 
where an insured continues to pay the 
premiums directly to the insurance com- 
pany on an existing policy or a new 
policy on which he has no incidents of 
ownership. The problem is whether the 
premiums paid within three years of 
his death would be in contemplation of 
death. If so, would the amount subject 
to tax be limited to the premiums or 
would it be equal to the entire death 
proceeds of the policy? In my opinion, 
the premiums paid within that three- 
vear period would be presumed to have 
been made in contemplation of death 
and, if the presumption was not suc- 
cessfully rebutted, it is my further opin- 
ion that the amount subject to estate tax 
would be limited to the amount of the 
premiums and would not be considered 
the full death proceeds of the policy. 

I hope the Regulations will expressly 
cover this point. However, in most 


cases, it is quite easy to make this point 
academic by not having the insured 
pay the premiums directly to the in- 
surance company. In other words, have 
the insured make a gift to the owner 
of the policy of an amount equal to 
the premiums, with no legal obligation 
on the donee to use the gift to pay 
such premiums. Of course, where the 
owner of the policy is a minor, it is 
difficult to make the problem academic. 


Installment payments of proceeds 


Including as taxable income of a 
beneficiary a portion of the death pro- 
ceeds of personal life insurance policies 
payable in installments or as’ an an- 
nuity, constitutes the greatest single 
setback and injury which the insured 
public has suffered in many years. Prior 
to 1954 it was normal for our corporate 
executive to plan that the death pro- 
ceeds of his personal life insurance 
should be payable as an annuity or in 
fixed installments to designated bene- 
ficiaries, with the applicable annuity or 
installment option elected by him or his 
designated beneficiaries. Such method 
of settlement was socially beneficial in 
the vast majority of cases, and prior to 
1954 the entire amount of each annuity 
or installment payment was exempt 
from income tax on the beneficiary. 

Now, under the 1954 Code a portion 
of each annuity or installment payment 
constitutes taxable income to the bene- 
ficiary. In substance, the 1954 Code as- 
sumes that the beneficiary’s “cost basis” 
of each policy is the lump-sum amount 
of its death proceeds, less the undis- 
counted value of any refund feature. 
This cost basis is divided by the num- 
ber of payments to be made under the 
annuity or installment option during the 
period of its expected or guaranteed 
existence. Therefore, any excess amount 
received by the beneficiary constitutes 
taxable income to the beneficiary in 
the year received. If the designated 
beneficiary is the insured’s widow, she 
is allowed to exempt from her taxable 
income each year up to $1,000 of such 
taxable income. 

It is my forecast that the results of 
this change will be as follows: 

1. The interest option will be used 
more and more in lieu of the annuity 
or installment options. This will be es- 
pecially true in cases where the bene- 
ficiary is a child or dependent other 
than the widow. In cases where the 
widow is the designated beneficiary, 
any existing annuity or installment op- 
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tions will be restricted to amounts 
which provide taxable income of not 
more than $1,000 per year. 

2. Revocable life insurance trusts, 
with banks as trustees, will be used 
more and more in lieu of settlements 
with insurance companies. Also, insur- 
ance companies will be requested to 
make the interest option available to 
trustees of revocable life insurance 
trusts, and to permit that option to be 
available for a period of longer than 
one lifetime. 

3. The death proceeds of life insur- 
ance will be used more and more to 
pay estate taxes and expenses in order 
to preserve other items of property. 

These forecasts do not represent my 
recommendations. They represent only 
my opinion on what will be done in 
revising the method of settlement of 
personal insurance proceeds in a great 
many estate planning cases. 


Endowments 


Similar to the foregoing is the change 
which includes as taxable income of a 
beneficiary a portion of the maturity 
proceeds of endowment or retirement 





FIVE MAJOR CHANGES 
IN ESTATE PLANNING 


The five major changes in the 1954 
Code which affect estate planning 
techniques are those which: 

1. Exempt from federal estate 
taxes the death proceeds payable 
under qualified pension trusts or 
profit-sharing trusts and attributable 
to employer contributions. 

2. Exempt from federal estate 
taxes the death proceeds of personal 
life insurance policies in which the 
insured retained no incident of own- 
ership, regardless that he has paid 
any premium directly or indirectly. 

3. Include as taxable income of 
a beneficiary a portion of the death 
proceeds of personal life insurance 
policies payable. 

4. Include as taxable income of 
the insured a portion of the ma- 
turity proceeds of endowment or 
retirement income policies payable 
in installments. 

5. Permit gifts to minors to qualify 
as gifts of present interest and to be 
exempt from federal estate taxes of 
the donor. * 
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policies payable on installments, except 
that it applies to proceeds of policies 
which mature during the lifetime of the 
insured and which are payable to him 
in installments. Prior to 1954, such 
maturity proceeds payable in install- 
ments did not constitute taxable income 
to the insured until he had received 
back an amount equal to the premium 
cost of the policy. This beneficial tax 
treatment induced the purchase of many 
and 
policies, especially those with a ma- 


endowment retirement income 
turity date earlier than the expected 
retirement date of the insured. 

Now, under the 1954 Code the tax 
treatment given to the maturity pro- 
ceeds of each policy is substantially 
similar to the outlined 
above. The difference is .that the cost 
retirement 
income policy appears to be its net 


tax treatment 
basis of an endowment or 


premium cost rather than the lump-sum 
value of its maturity proceeds. 

Instead of making a forecast, I will 
make a guess that one or more of the 
following will result: 

1. New sales of endowment and re- 
tirement income policies will be largely 
for those with a maturity date of age 
65 or later. 

2. There will be a decrease in the 
sales of any endowment or retirement 
income policies which are for large 
amounts, and a corresponding increase 
in the sales of new term policies and 
other so-called bargain policies. 

3. There will be complete confusion 
in the estate-planning field on the 
proper recommendation to make to 
clients who have policies maturing now 
or in the near future. 

This change also applies to endow- 
ment and retirement income policies 
1954. 
They are given an “adjusted cost basis” 
as of January 1, 1954. In substance, 
‘this new cost basis is equal to net 
premium cost, less all non-taxable pay- 
ments received prior to January Ist, 
1954. 

Prior to 1954 it was very difficult 
for our corporate executive to make a 
gift to a minor child, and to be sure 
that the gift would qualify as a gift of 
present interest for the purpose of the 
gift-tax exclusion and also to be sure 


which have matured prior to 


[Denis Brandon Maduro is a member 
of the New York bar. The substance of 
this paper was presented at a meeting 
of the Million Dollar Round Table, 
White Sulphur Springs, W. Va.] 
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that such gift would be exempt from his 
federal estate taxes. The 1954 Code has 
clarified this problem to a great extent. 
In substance, it provides that a gift to 
a minor may qualify as a gift of present 
interest if the income and principal are 
payable to or made available for the 
benefit of the minor, and if he is en- 
titled to obtain the entire gift no later 
than his 21st birthday, and if upon the 
event of his prior death the entire gift 
and any accumulations are payable to 
his estate or pursuant to his general 
power of appointment. The rules apply 
both to outright gifts and to gifts made 
under an irrevocable trust. 

This change should lead to a revi- 
sion of the estate plan of our corporate 
executive who has minor children, es- 
pecially where the children are infants. 
One vehicle which will be used more 
often will be the short-term trust of 
securities to provide, among other 
things, for the building up of a fund 
to pay at least the higher education 
expenses. 





This change in gifts to minors, to- 
gether with the contemplation-of-death 
problem discussed above, should also 
lead to an increase in the use of life 
insurance as gifts to minors by both 
parents and grandparents. The reason is 
because this gift can be made by way 
of an irrevocable trust, thereby avoid- 
ing many problems incident to outright 
gifts to minor children, especially in- 
fants. 

One important pre-1954 problem on 
gifts to minors is whether or not it is 
necessary for a guardian to be ap- 
pointed by a court. In my opinion, such 
appointment should not be necessary 
under the 1954 Code unless one resides 
in a state under whose laws it is im- 
possible to make a valid gift to a minor 
without a guardian. Naturally, one is 
always in a stronger tax position when 
a guardian is appointed by a court, but 
1 have merely been commenting on the 
necessity (as distinguished from the 
desirability) of having a guardian ap- 
pointed by a court. w 





Who pays gift tax when 
donee refuses the gift? 


THE RIGHT OF A SON TO RENOUNCE his 
inheritance presents intriguing tax im- 
plications to tax men concerned with 
trusts and estate work. The New York 
surrogate court has ruled that Eugene 
F. Suter’s renunciation of his claim to 
his father’s estate was legal. Suter is 
the recipient of a $350,000 trust fund 
set up by his father in 1943. Under the 
terms of the trust, the younger Suter 
was to get maintenance until he was 
21, the accumulated income at that 
time, and parts of the principal as he 
attained the ages of 30, 35 and 40. On 
June 12, 1953, Suter became 21, and 
received an accumulated income of 
$36,000, which he gave away, and 
shortly thereafter wrote the trustees 
asking that the payments be discon- 
tinued “on grounds of political and 
moral reasons.” On motion by the 
trustees and a special guardian, the 
surrogate court ruled that while of 


doubtful wisdom, the renunciation was 
supported by law. The court also ruled 
that the trust was to continue until the 
expirations of the periods stated in the 
will. At such time, the court said, ap- 
plication might be made for determina- 
tion as to the “person or persons” en- 
titled to the funds. The court held that 
undisposed trust income should be paid 
to those presumptively entitled to the 
eventual estate. 

Naturally this kind of case is so rare 
that we see no possibility of our ever 
having a client with such a problem. 
It presents, however, interesting areas 
for speculation. Did the young man, 
by refusing to accept the fortune ac- 
quire a gift tax problem? According to 
the story as reported in The New York 
Times, it has not been settled where 
the residue will go. So the person to 
whom the “gift” is made is not yet 
known; nor does the young man’s in- 
tent appear to be donative, for he seems 
to be more eager to avoid property 
than to bestow it. we 





Estate may deduct decedent’s income- 
tax deficiencies. Deficiencies assessed 
against the decedent resulting from non- 


recognition of his minor son as a mem- 
ber of an alleged family partnership are 
deductible in full by the estate when 





to 


paid out of estate assets. Rev. Rul. 56-6. 


Estate taxes found chargeable to wife's 
vesiduary share; marital deduction re- 
duced. Decedent directed his executors 
to pay all taxes out of the “principal” of 
his estate, so that all legacies, bequests, 
and devises would go free and clear. 
The court concludes that the payment 
of the taxes must be from the residuary 
estate, so that the value of the residuary 
trust to the wife (and therefore the 
value of the marital deduction) must 
be computed after deducting the estate 
taxes chargeable to the estate. Juster 
Estate, 25 TC No. 80. 


Entireties property separated in con- 
templation of death; husband’s estate 
includes only his half. Decedent and 
his wife held as tenants by the entireties 
securities which had all been purchased 
with decedent’s own funds. In 1945, 
by a transfer in contemplation of de- 
cedent’s death (which occurred in 
1947), they each took half as separate 
property. Of course the decedent’s half 
is includible in his estate. The Tax 
Court agrees that the other half is not. 
Each tenant by the entirety may be 
considered as owning half. No more 
should be included now merely because 
of the transfer in contemplation of 


death. Carnall Estate, 25 TC No. 78. 


No gift-tax exclusion for interest that 
can’t be valued. Taxpayer claimed gift- 
tax exclusions for the interest of bene- 
ficiaries in income of a trust he created. 
The trustees had full discretion to en- 
croach upon and fully exhaust the prin- 
cipal of the trusts for any one or all of 
a number of purposes. For this reason, 
the court holds that the interests of the 
beneficiaries in the income of the trusts 
were not susceptible of valuation and 
the claimed gift-tax exclusions were 
disallowed. Reinfeld, TCM 1955-355. 


Husband put community property in 
trust; wife’s acceptance is taxable gift 
of her interest. The Commissioner 
assessed gift tax against the trustee as 
donee of a taxable gift which he asserted 
was made when the wife of the creator 
of the trust failed to assert her rights 
at his death. In 1928 the husband trans- 
ferred community property to a revo- 
cable trust with income payable to him- 
self for life, then to his wife for life, 
with the remainder to be distributed. 
Upon his death in 1948, his wife chose 
to abide by the terms of the trust and 


accepted the income, thus waiving her 
community-property interest in the 
principal. The Tax Court agreed this 
was a taxable gift to the remainderman. 
The trustee, as donee, was held liable 
for the tax even though no attempt had 
been made to collect the tax from her. 
However, a different result was reached 


R with respect to an insurance trust. Since 


the wife did not have any community- 
property interest which could be as- 
serted against the insurance proceeds, 
she could not be treated as having made 
a gift. Chase Natl. Bank, Trustee and 
alleged Transferee of Moran, 25 TC 
No. 74. 


No marital deduction; widow's bequest 
conditioned on her surviving distribu- 
tion. The widow’s share in taxpayer 
estate was bequeathed to a niece “. . . in 
the event my wife predeceases me, or 
predeceases distribution to her.” The 
court holds that interest taken by the 
widow was terminable and did not 
qualify for the marital deduction be- 
cause she had to survive for an unde- 
termined period—until distribution—in 
order to take. Street Estate, 25 TC No. 
81. 


No deduction for property going to a 
charity only because of renunciation. 
Decedent bequeathed his estate to his 
sons, one of whom had joined a reli- 
gious order and taken a vow of poverty 
renouncing all property rights in favor 
of the order. The interest in the estate, 
therefore, passed to the religious order 
by virtue of the son’s contract and not 
by the will. Accordingly, the value of 
the property is not deductible as a 
charitable deduction. Rev. Rul. 55-759. 

Similarly, a charitable deduction is 
not available to the estate for property 
passing under the laws of intestacy to 
children who, under a vow of poverty, 
had renounced in favor of the charity. 
Rev. Rul. 55-760. 


Deduction allowed for vested chari- 
table remainder. [Acquiescence.] The 
court, considering the circumstances 
surrounding the making of a will, con- 
strued conflicting provisions in the will 
as giving named charities vested and 
not contingent remainders. Estate-tax 
deductions for the charitable bequests 
were therefore allowed. Lloyd Estate, 
24 TC No. 69, acq., IRB 1956-1. 


No marital deduction for insurance— 
others may get payments on death of 
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widow. A policy of insurance provides 
that the proceeds are to be paid in 
monthly installments to the decedent’s 
surviving wife while living, with named 
secondary or contingent beneficiaries in 
the event she dies before receiving 120 
guaranteed monthly installments. The 
marital deduction is denied with re- 
spect to the insurance proceeds. The in- 
terest passing to the widow constitutes 
a terminable interest even though she 
has a life expectancy of more than 10 


years. Rev. Rul. 55-733. 


Estate of civil servant dying before 
retirement includes his cost of annuity 
to spouse. If an individual who is cov- 
ered by the U.S. Civil Service Retire- 
ment System dies before retirement, the 
amount includible in his gross estate on 
account of an annuity payable to his 
surviving spouse, or other beneficiary, 
is the amount of the decedent’s contri- 
bution to the system plus the interest 
accrued thereon. Rev. Rul. 56-1. 


Deduction computed for remainder to 
charity after annuities. Income of the 
trust is to pay certain annuities, for 
others corpus may be invaded. $25,000 
would be payable to decedent’s widow 
on remarriage, when her income would 
cease. The court assumed a 4% return 
on corpus to compute chances of inva- 
sion and deducted the $25,000, not 
being certain the amount would not 
go to the widow. In computing her 
annuity the court used remarriage 
tables. The date-of-death value of the 
balance after all these charges is the 
amount deductible. Alexander Estate, 
25 TC No. 73. 


Insured’s estate includes trust insurance 
to extent his contribution paid pre- 
mium. [Non-acquiescence.] Decedent's 
wife took out insurance on his life and 
in 1928 transferred it and certain secur- 
ities to a trust she created. Decedent 
also transferred securities to this trust. 
The Tax Court held that the transfer 
was not made in contemplation of 
death, nor were the decedent’s powers 
over the trust to be power over the 
policy. Consequently he had no inci- 
dents of ownership in the policy. The 
proceeds are includible in his estate only 
to the extent that premiums can be at- 
tributed to his contributions to the trust. 
[This case is before CA-2 on cross 
appeals. Ed.] Karagheusian Estate 
(Cornu, Extr.), 23 TC 806, non-acq. 
IRB 1955-52. 
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When is trust distribution to deceased 


beneficiary taxed? 


\ [HEN THE BENEFICIARY of a continu- 
'Y ing trust dies, the problem arises 
whether the amount distributed to him 
prior to his death should be included 
for tax purposes in his final income-tax 
return or in the return of his estate. The 
question of “different 
comes up. Maurice H. Greenberger, of 
Norfolk (Va.), formerly with J. K. 
Lasser and Co., points out in Trusts and 
Estates (September 1955) that although 
the situation is fairly common, there is 
no authoritative guidance on the sub- 


taxable years” 


ject. Let us, he says, assume a trust 
which required the distribution of the 
entire net income to F for life and upon 
F’s death, to his son S for life, with re- 
mainder S’s death to the 
latter’s issue. Let us suppose that the 
trust (reporting its income on a cal- 
endar year basis as does F) distributed 
$5,000 to F on July 1st and that F died 
on July 5th, leaving S surviving. Is the 
$5,000 to be reported in F’s final return, 
or in the return of F’s estate, or is the 


over upon 


item to go untaxed? 

Our hypothetical trust is a “simple 
trust” inasmuch as it provides for cur- 
Ac- 
the 


rent distribution of all its income. 
cordingly, under Section 652(a) 
general rule is that there shall be in- 
‘cluded in the beneficiary’s gross income 
the amount of income required to be 
distributed currently. The entire $5,000 
distributed: to F 
which was required to be distributed to 


constituted income 
him. F, having died on July 5th, his 
taxable year consisted of the period 
which began on January 1st and ended 
on the date of his death, even though 
his final income-tax return is not due 
until the succeeding April 15. The 
trust’s taxable year commenced simul- 
taneously with that of the beneficiary, 
but terminated on December 31. Con- 
sequently, we are confronted with the 
application of the “different taxable 


years” rule. This is contained in Sec- 
tion 652(c), which provides: 

“If the taxable year of a beneficiary 
is different from that of the trust, the 
amount which the beneficiary is required 
to include in gross income in accord- 
ance with the provisions of this section 
shall be based upon the amount of in- 
come of the trust for any taxable year 
or years of the trust ending within or 
with his taxable year.” 


Analysis of Section 652 

Now, since F’s taxable year ended 
July 5, the income to be included in his 
final return cannot be based upon the 
trust’s income for any discernible tax- 
able year. The trust’s taxable year com- 
menced on January Ist and ran, without 
interruption, until the end of the cal- 
endar year. There is no apparent stat- 
utory basis for contending either (a) 
that F’s taxable year remained open 
until December 31, or (b) that the 
death of the beneficiary terminated the 
trust’s taxable year.” 

If, after F’s death and until the end 
of the calendar year, the trust were to 
incur expenses in excess of the income 
realized by it during its entire taxable 
year, there would obviously be no trust 
income (and surely no “distributable 
net income”) for its taxable year which 
was distributed to F. The trust’s “dis- 
tributable net income” is the statutory 
limit on the distributions which are tax- 
able to the beneficiary, and the statute 
evidently contemplates the determina- 
tion of “distributable net income” on 
the basis of the trust’s entire taxable 
year.8 

Based upon the foregoing analysis of 
the statute, it necessarily follows that 
no part of the $5,000 distributed to F 
is includible in his final return. It does 
not, however, similarly follow that the 
$5,000 distributed to F will go untaxed. 





We can safely assume that the legisla- 
tive intention was not in this direction. 


Treat like partnership 

It is the writer’s view that the proper 
approach to the problem is suggested 
in connection with the treatment, under 
Section 706(c) (2) (A) (ii) of the 1954 
Code, of a decedent partner’s share of 
partnership income for the partnership 
taxable year during which his death 
occurs. Where a partner dies, the part- 
nership taxable year will generally not 
close with respect to him prior to the 
end of the normal partnership year. The 
purpose of this rule is to avoid the con- 
sequences flowing from those decisions* 
holding that the death of a partner 
effects a dissolution of the partnership 
eo instante, and concomitantly the 
termination of the partnership taxable 
year. 

The Senate Finance Committee Re- 
port states that, despite the death of a 
partner, the partnership taxable year 
will continue until its normal conclusion 
with respect to both the surviving part- 
ners and the decedent partner, and that 
the income of the decendent partner for 
that partnership taxable year will be 
includible in the return of his estate or 
of his successor in interest.5 Presum- 
ably, this rule will apply even where 
the partner had received drawings prior 
to death which are applicable against 
his distributive share of partnership in- 
come as determined at the close of the 
partnership taxable year. 

Since the trust’s taxable year remains 
open just as does the partnership tax- 
able year, the rationale and the result 
in the partnership situation should be 
equally applicable to our trust problem. 
Thus, it would appear that F's estate 
should include in its gross income the 
$5,000 for its taxable year with or within 
which the taxable year of the trust 
ended. For example, if F’s executors 
elected to report on a fiscal year end- 
ing November 30, no part of the $5,000 
would be includible in the estate’s re- 
turn for its initial short taxable year 
commencing on July 5 and ending on 
November 30, but rather would be in- 
cludible in its return for the succeeding 
taxable year. And, of course, if the 
estate were placed upon a calendar year 
basis, or a fiscal year basis ending after 
December 31, the $5,000 would be 


includible in the estate’s first income 
tax return. 

There does not appear to be any 
theoretical objection to the foregoing 








ir 
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treatment. In this connection, the ob- 
servation is made that a decedent’s ex- 
ecutor or administrator serves as the 
post-mortem extension of the decedent’s 
personality for the purpose of settling 
the decedent’s affairs. The fiduciary’s 
primary duty is the payment of debts 
and expenses and, thereafter, the dis- 
tribution of the net assets to the lega- 
tees, devisees or distributees.®° Accord- 
ingly, there should be no ground for 
any complaint by the persons benefi- 
cially interested in the estate if the dece- 
dent beneficiary had, prior to his death, 
squandered the $5,000 and did not 
leave sufficient assets to enable the es- 
tate both to pay its various income 
tax liability and to satisfy the expect- 
ancies of the beneficiaries. 

The reverse situation is to be found 
where expenses are incurred by the 
trustee which are properly chargeable 
against income and which exceed the 
distributions previously made to the 
decedent. This is not a remote possi- 
bility, particularly in the case of a trust 
empowered to operate an active busi- 


ness. 


Other considerations 


If the income distributed by the trust 
to F during his last taxable year is in- 
cludible in the income tax return of 
F’s estate, then is the estate entitled, 
under Section 691(c), to an income tax 
deduction for the estate tax attributable 
to the inclusion of the $5,000 item in 
F’s gross estate? It is questionable 
whether the- deduction is allowable in 
this case, because the $5,000 item was 
actually received by the decedent-bene- 
ficiary during his lifetime and not by 
his estate. If the $5,000 had actually 


+ Section 652(c) represents no departure from the 
old rule set forth in Section 164 of the 1939 Code. 
It should be noted that while Section 164 applied 
only to “income to be distributed currently,” Sec- 
tion 662(c) of the 1954 Code has extended the ap- 
plication of the “different taxable years” rule to 
all distributions. Accordingly, our observations 
with respect to the problem as it relates to the 
illustrative “simple trust” are of equal applica- 
bility to cases involving the death of a beneficiary 
of a “complex trust” and of an estate, where 
such beneficiary dies on any date other than the 
closing day of the fiduciary’s taxable year. Thus, 
where an income beneficiary of any continuing 
trust or estate receives a distribution of income in 
the year of his death, the chances are 365 to 1 
that the instant problem will arise. 
* This latter contention has found acceptance in 
the case of the death of a partner, which situation 
is clearly distinguishable. See Guaranty Trust Co. 
v. Comm., 303 U.S. 493 and Comm. vy. Wald- 
man’s Estate, 196 F2d 83. 

Section 643(a). In a partnership situation, 
Girard Trust Co. v. United States, 182 F2d 920 

3d Cir. 1950), the Court stated (at p. 924) 
that the legislative scheme was to provide that 
the “translation of partnership earnings into 
individual income is deferred until the end of the 
partnership fiscal year.”’ 

*Guaranty Trust Co. v. Comm. and Comm. vy. 
Waldman’s Estate. 

> 1622, 83d Cong., 2d Sess. 91. See also H. R. 
No. 1337, 83d Cong., 2d Sess. A226. 
®See Am. Jur., Executors and Administrators, 
Sections 8 and 9. 


been received by F's estate as income 
allocable to F. rather than to the suc- 
cessor income beneficiary, the deduc- 
tion should be allowed under Section 
691(c). 

Reporting the $5,000 in the income- 
tax return of F’s estate rather than in 
his final return may be advantageous 


or disadvantageous, depending upon all 


of the relevant circumstances. Thus, if 
F received a substantial amount of in- 
come from other sources in his final 
taxable year, such as a great amount 
of compensation for personal services, 
the shift of the trust income to his es- 
tate can be advantageous. Even if the 
estate should have a_ considerable 
amount of unearned income, F’s execu- 
tor or administrator has a measure of 
control over the bracket for the initial 
taxable year by selecting a fiscal year. 
Similarly, the estate’s fiduciary can 
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effect a lower rate of tax by distributing 
its income to beneficiaries of the es- 
tate who are in a lower income-tax 
bracket. 

On the other hand, an unfavorable 
result is possible because an estate is 
not entitled to the split-income priv- 
ilege. Similarly, an increased income tax 
will result if the decedent-beneficiary, 
unlike his estate, had unabsorbed de- 
ductions in an amount sufficient to offset 
the trust income received by him prior 
to death. 

In view of the fact that the “different 
taxable years” rule has long been em- 
bodied in Section 164 of the 1939 Code 
and in corresponding sections of prior 
revenue acts and further, in view of 
the fact that the situation must have 
arisen time and again, it seems remark- 
able that the question has not yet been 
presented for an authoritative answer. 





Remainderman can deduct legal fees 
to force increase of corpus. [ Acquies- 
cence.] Taxpayer, remainderman in a 
trust consisting of oil and gas proper- 
ties, incurred legal fees in supporting 
the trustees’ allocation of part of his 
receipts to corpus to provide for de- 
pletion. The fees are deductible as in- 
curred for the protection of property. 
Rowe, 24 TC No. 41, acq. IRB 1955. 


Trustee can’t file one return for 2 trusts, 
one with income, one with loss. Tax- 
payer was a beneficiary of two trusts; 
one had operating income, the other a 
loss. The trustee originally filed two re- 
turns, one showing loss “distributable” 
to taxpayer. Apparently he admitted 
this was wrong, because he filed one 
amended return netting the loss against 
the profit. The court construes the some- 
what obscure regulations on this point 
as not permitting this. Smith, 25 TC 
No. 22. 


Trust assets get basis as of grantor’s 
death only if he alone could amend. 
Both the 1939 and 1954 Codes specifi- 
cally provide that the basis of the prop- 
erty in the hands of the trustee or bene- 
ficiary on death of the grantor is fair 
market value only if at the date of his 
death the right to revoke or amend was 
entirely in the grantor. Where such 
right was exercisable by the grantor in 
conjunction with one having an adverse 


interest, the trust could not change its 
basis of the assets to fair market value 
at the date of the grantor’s death or the 
optional valuation date. The Code 
makes no provision for date-of-death 
basis in many other situations in which 
trust assets are includible in the grant- 
or’s estate. Rev. Rul. 55-502. 


Distributed trust income retains charac- 
ter it had in hands of fiduciary. In- 
come from U.S. sources paid to Ca- 
nadian trustees, who in turn distribute 
the income currently to U.S. benefi- 
ciaries, does not lose its identity or char- 
acter though it is deductible by the trust 
and taxable to the beneficiaries. In com- 
puting the foreign tax credit, the bene- 
ficiaries treat this income as from U.S., 
not Canadian, sources. Rev. Rul. 55-414. 
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Taxation of foreign employee pension 


and profit-sharing plans under 1954 Code 


by MEYER M. GOLDSTEIN 


While abundant material exists on how to manage the taxation of pension and 


profit-sharing plans, this is the first (to our knowledge) comprehensive analysis of 


the taxation of foreign employee plans under the new Code. Mr. Goldstein, who 


is executive director of the Pension Planning Company, New York, compares 


these new rules for foreign plans with the old Code, and points out differences 


between our present conventional treatment of domestic plans and these special 


foreign situations 


Sheu BASIC CONSIDERATIONS governing 
taxation of foreign employee pen- 
sion and profit-sharing plans were ex- 
plained succinctly by the Commissioner 
in 1952. He said: “It will be apparent 
. when subsections (a) and (b) of 
Section 165 of the Code are read to- 
gether, that income tax on the earnings 
of an employees’ trust which meets all 
the requirements of Section 165(a) of 
the Code is only deferred, since, in- 
stead of being due from and payable 
by the trust, the tax is imposed by Sec- 
tion 165(b) upon the distributees . 
“Since it would be impossible or im- 
‘practicable to assert tax against dis- 
tributees of nonresident trusts with re- 
spect to distributions representing in 
whole or in part income from sources 
within the United States, Section 165(a) 
of the Code was not intended to afford 
tax exemption (1) to a nonresident 
trust set up by a nonresident employer 
or (2) to a nonresident trust established 
by a domestic employer in whole or in 
part for nonresident alien employees un- 
less the trust instrument in such casé 
expressly prohibits the investment of 
the trust assets in any manner which 
will produce ‘income from sources with- 
in the United States,’ as defined in sec- 


tion 119(a) and (b) of the Code.” (IR 
Mimeo. No. 71, 1952-2, CB 170.) 
Thus, an employees’ trust in a for- 
eign country, which included nonresi- 
dent alien beneficiaries, could not 
qualify for exemption in the United 
States regardless of whether it had been 
established by an employer domiciled 
in, and subject to the laws of, the United 
States or by a nonresident employer, 
unless it was not permitted under the 
trust instrument to make investments 
which would produce income from 
sources within the United States. 


Code provisions 


Section 501(a) of the 1954 Code 
grants exemption from income tax to 
certain organizations which meet speci- 
fied requirements. Among such organi- 
zations are stock-bonus, pension, and 
profit-sharing trusts which qualify under 
Section 401(a) of the Code. The latter 
section is part of an interrelated group 
which includes Sections 402 (taxability 
of beneficiary of employees’ trust), 403 
(taxation of employee annuities), and 
404 (deductions for employer contri- 
butions). These sections succeeded 
Sections 165, 22(b) (2) (B), and 23(p) 
of the Internal Revenue Code of 1939. 





The 1954 Code did away with the 
distinction between foreign-situs trusts 
with unlimited investment powers and 
those which were prohibited from in- 
vesting in securities which produced in- 
come from sources within the United 
States. In order to constitute a qualified 
trust under Section 401(a), and be ex- 
empt under Section 501(a), in addi- 
tion to being part of a plan which meets 
the requirements of Section 401 (a), the 
trust must be created or organized in 
the United States. Thus, a foreign-situs 
trust cannot be a qualified and exempt 
trust regardless of whether it is estab- 
lished by a domestic or foreign em- 
ployer, and regardless of whether it has 
unlimited or restricted powers of in- 
vestment. 

The clause “created or organized in 
the United States” is used in a broad 
sense. It is not sufficient that the trust 
merely be established in the United 
States. In view of its legislative history 
such clause contemplates that the trust 
be maintained at all times as a domestic 
trust.1 Otherwise, by moving outside 
the United States and being permitted 
to maintain its exempt status, the pur- 
pose of the statute would be circum- 
vented in that the income from trust 
investments in United States sources 
would escape taxation by the United 
States. 

Even though a foreign-situs trust 
may have been exempt under Section 
165(a) of the 1939 Code on the ground 
that under its indenture it was pro- 
hibited from investing its funds in hold- 
ings which would produce income from 
sources within the United States, it is 
not exempt for taxable years commenc- 
ing after December 31, 1953, and end- 
ing after August 16, 1954.2 Exemption 
is granted under the 1954 Code only 
to a domestic trust upon compliance 
with the applicable requirements.* 

Domestic trusts which are parts of 
qualified plans are, of course, exempt 
even though they include employees in 
foreign service. 


Deductions for employers’ contributions 


As heretofore pointed out, the ex- 
emption of a foreign-situs trust under 
Section 165(a) of the 1939 Code de- 


pended on whether its investment 


powers were restricted so as to pre- 
clude investments which would be pro- 
ductive of income from sources within 
the United States. If the trust was ex- 
empt, the employer was allowed a de- 
duction for a contribution to a pension 
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trust within the limits of Section 23(p)- 
(1) (A) and, to a stock-bonus or profit- 
sharing trust, within the limits of Sec- 
tion 23(p) (1) (C). If the trust was not 
exempt, deductions might have been 
allowable under Section 23(p) (1) (D) 
for contributions paid during a taxable 
year if the employees’ rights to or de- 
rived from such contributions were non- 
forfeitable at the time made. 

The purpose for denying exemption 
to a foreign-situs trust under the 1954 
Code was to prevent income on invest- 
ments from sources within the United 
States from escaping taxation. Having 
accomplished that purpose by providing 
in Section 401(a) that a qualified trust 
must be created or organized in the 
United States, it was deemed appropri- 
ate that the employer’s deduction should 
not be denied (unless employees’ rights 
were nonforfeitable, in which case the 
deduction would be allowable under 
Section 404(a) (5) ) if the trust met the 
requirements for qualification in all 
other respects. Accordingly, a new para- 
graph (4) was included in Section 404- 
(a) which provides that if the trust 
would qualify for exemption under Sec- 
tion 501(a), except for the fact that it 
is a trust created or organized outside 
the United States, contributions to such 
a trust by a resident employer, or an em- 
ployer which is a corporation or other 
entity of the United States, shall be 
deductible with the applicable limits of 
Section 404, 

Thus, for example, a domestic corpo- 
ration which makes contributions to a 
foreign-situs trust will be allowed de- 
ductions within the applicable limits if 
the trust is part of a plan which meets 
the requirements for qualification in all 
other respects.4 

Deductions for contributions to do- 
mestic trusts are allowable within the 
applicable limits of Section 404 even 
though such trusts include employees in 
foreign service or employees who are 
nonresident aliens. 


Taxability of employees, beneficiaries 
Nonresident alien employees are not 
subject to United States tax on com- 
pensation earned for services performed 
outside the United States, regardless of 
whether such services are paid for by 
employers who are citizens, corpora- 
tions or other entities of the United 
States. Similarly, they are not taxable 
on pensions provided through contri- 
butions by such employers if paid 
through foreign sources, i.e., trusts or 


insurance companies outside the United 
States. But the situation is different 
with respect to payments through 
sources within the United States, and 
also with respect to distributions and 
pensions paid citizens and residents of 
the United States for foreign service. 
The tax treatment applicable to pen- 
sions paid to citizens of the United 


States with respect to services outside 


the United States was changed under 
the Revenue Act of 1951, and changes 
were also effected under the 1954 Code 
with respect to the taxability of bene- 
ficiaries of foreign-situs trusts and with 
respect to the bases of annuitants on 
account of service rendered outside the 
United States. Nonresident aliens en- 
joyed favorable tax treatment with re- 
spect to lump-sum distributions from 
exempt employees’ trusts prior to en- 
actment of the 1954 Code, but are now 
subject to tax on such distributions.* 
Exceptions, however, still apply to citi- 
zens of countries with which the United 
States has tax treaties. 


Under the 1939 Code 

The Internal Revenue Service had 
taken the position: . that a distri- 
bution under or pursuant to a_stock- 
bonus, pension, profit-sharing, or an- 
nuity plan by a domestic trust or in- 
surance company to a nonresident citi- 
zen or nonresident alien is excludible 
from the gross income of the recipient 
only to the extent the payment repre- 
sents (a) a return of the employee’s 
own contributions or (b) amounts ac- 
tually contributed by the employer on 
account of personal services of the alien 
employee rendered abroad, or on ac- 
count of personal services of the citizen 
employee rendered abroad during a 
period qualifying under Section 116(a) 
of the Code. To the extent such pay- 
ments represent earnings on and accre- 
tions to contributions of either the em- 
ployer or the employee, they constitute 
income from sources within the United 
States and accordingly are includible in 
gross income unless expressly excludible 
pursuant to the provisions of an in- 
come-tax convention. To compute the 
portion of each of such payments which 
is thus includible as income from sources 
within the United States, with respect 
to amounts taxable under Sections 165- 
(b) or 22(b)(2)(B) of the Code as 
annuity payments, the ‘consideration’ 
paid for the annuity for purposes of 
Section 22(b) (2) of the Code may be 
taken as including not only amounts 
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contributed under the plan by the em- 
ployee, but in addition, amounts which 
represent contributions by the employer 
on account of foreign service of the em- 
ployee, if a nonresident alien, or foreign 
service of the employee during a period 
qualifying under Section 116(a) of the 
Code, if the employee is a citizen. With 
respect to distributions under pension, 
profit-sharing, or stock-bonus plans 
which are taxable under Section 165(b) 
of the Code as long-term capital gains, 
the amounts contributed under the plan 
by the employer on account of foreign 
service of the employee, if a nonresident 
alien, or on account of foreign service of 
employee during a period qualifying 
under Section 116(a) of the Code if the 
employee is a citizen, may be included 
in computing the ‘amounts contributed 
by the employee’ as that phrase is used 
in Section 165(b) of the Code.” (Em- 
phasis added. )® 

Thus, only in the case of distributions 
or payments to nonresident citizens or 
nonresident aliens could the recipient 
treat employer contributions on account 
of personal services abroad as though 
he had contributed such amounts on his 
own behalf. If, however, he received 
payments in the United States he was 
not to include the employer contribu- 
tions in his base. For example, if a 
citizen of the United States rendered 
personal services in a foreign country as 
a bona fide nonresident of the United 
States, and his employer provided a 
pension for such services, to the extent 
that the pensions were paid while the 
citizen was outside the United States 
he could treat the employer contribu- 
tions as his own. Under the “3 per cent 
annuity rule” he would be taxable on 3 
per cent of the total of his own con- 
tributions and his employer’s contribu- 
tions. The amounts received as pensions 
in excess of 3 per cent of such total 
would be applied to reduce the total 
until it became fully exhausted. There- 
after, everything received would be tax- 
able in full. If, however, the employee 
returned to the United States to receive 
his pensions, he would only be allowed 
to include his own contributions in the 
base to be recovered tax free. 

Under this construction, the pension 
of a citizen of the United States who 


11T Reg. (Proposed) Sec. 1.401-1(a) (3) (i). 

2 Ibid., Sec. 7851(a)(1). 

® Ihid., Sec. 401(a). 

4IT Reg. (Proposed), Sec. 1.404(a)-11. 

5IT Reg. (Proposed), Sec. 1.402(c)-1. 

61.R. Mim. No. 71 (par. No. 8), 1952-2 CB 170. 








172 + The Journal of Taxation *« 


worked abroad -as a bona fide nonresi- 
dent of the United States, but who re- 
turned to the United States upon retire- 
ment, was originally held tax-exempt 
only in the year of his change of resi- 
dence back to the United States.? After 
that year it was held to be fully taxable. 

A different result, however, was 
reached in another case. There, the tax- 
payer who returned to the United States 
to spend his retirement was sustained in 
his position that his employer’s contribu- 
tions towards his annuity had been in- 
come to him in the year he attained re- 
tirement age, while he was still abroad, 
and hence it was tax-free under Section 
116(a) of the 1939 Code.8 Thus, the 
employer’s contributions were permitted 
to be added to his own in determining 
the base for the “3 per cent annuity 
rule” and the amount to be recovered 
tax free. 

Section 116(a) of the 1939 Code was 
amended by Section 321 of the Revenue 
Act of 1951 to exempt from income tax 
a citizen’s earned income from sources 
without the United States, provided he 
resided in a foreign country for an en- 
tire taxable year and his earned income 
from sources without the United States 
is “attributable to” this period of resi- 
dence abroad. 

For taxable years commencing after 
31, 1950, the Regulations 
support the position that where a citi- 
zen met the foreign residence require- 
ments of Section 116(a), and after his 
period of foreign employment came back 
to the United States to spend his retire- 
ment years, his employer’s entire con- 


December 


tributions during the period of foreign 
residence are treated as if paid by the 
employee, when the excludible portion 
of his annuity is computed. 

Section 72(f) of the Internal Revenue 
Code of 1954 permits the employee to 
consider as contributions 
amounts contributed by the employer 
“if such amounts had been paid directly 
to the employee at the time they were 
contributed, they would not have been 
includible in the gross income of the 
employee under the law applicable at 
the time of such contribution.” 

Section 91l(a) of the 1954 Code 
(corresponding to Section 116(a) of the 
1939 Code) excludes from gross income 
earned income from sources without the 
United States for a (1) bona fide resi- 
dent of foreign country or for (2) pres- 
ence in foreign country for 17 months. 
Thus, a citizen of the United States who 
renders personal services abroad while 


his own 


March 1956 


he is a bona fide resident of a foreign 
country, or has been present in a foreign 
country or countries during at least 510 
full days during any period of 18 con- 
secutive months, is not taxable in the 
United States on the income received for 
such services, except that with respect 
to the 18-month period the excludible 
portion is limited to $20,000 for a tax- 
able year. 


Allocated and unallocated credits 


A citizen of the United States who 
meets the requirements of Section 
911(a) of the 1954 Code, either with 
respect to bona fide residence abroad, or 
presence in a foreign country or coun- 
tries during at least 510 full days during 
any period of 18 consecutive months 
(limited to $20,000 for a taxable year), 
treats his employer’s contributions under 
a pension plan as his own. The theory is 
that if such contributions had been paid 
directly to the employee for services 
rendered abroad they would not have 
been includible in gross income. Accord- 
ingly, the employee is permitted to treat 
such contributions as though he received 
them by way of compensation for serv- 
ices rendered and then contributed them 
under the plan as his own contributions. 

Where the contributions are allocated, 
the procedure is fairly simple. Thus, if 
$10,000 had been contributed by the 
employer, in these circumstances, for 
employee A, A considers the $10,000 as 
his own contributions for the purpose of 
determining his “investment in the con- 
tract” in computing his exclusion ratio 
under Section 72(b), or for the purpose 
of the 3-year rule under Section 72(d). 
The $10,000 consists of contributions 
which had been credited to A’s account, 
and reference to such account is all that 
is necessary in determining the applic- 
able amount. 

The procedure becomes involved if 
credits are not made to individual ac- 
counts as, for example, where the ag- 
gregate method of funding is used and 
no records are maintained showing how 
much of the employer’s contributions 
are applicable to the respective em- 
ployees. Under such circumstances, the 
same actuarial factors which are used 
in valuing the plan are applied in de- 
termining the amount used in funding 
the employee’s annuity. 


Long-service allocations 


Some citizens of the United States 
have been employed by companies in 
foreign service for long periods of time. 


Consequently, in determining their bases 
for the purposes of Section 72, it be- 
comes necessary to give effect to the 
various changes in the tax laws. Em- 
ployer contributions before March 1, 
1913, are considered as though made by 
the employee. 

Between March 1, 1913, and January 
1, 1925, there had been no provision for 
exclusion of income earned for personal 
services as a bona fide nonresident of the 
United States. 

Prior to 1951, the Internal Revenue 
Service had taken the position that only 
a nonresident citizen or nonresident 
alien could treat employer contributions 
as his own. The latest position under 
court adjudications; however, is that a 
similar treatment applies to a resident 
citizen. 

For taxable years after December 31, 
1950, the Regulations provide that a 
citizen returning to the United States 
after a period of foreign service may 
treat his employer’s contributions as 
though made by himself.® 

Consequently, in the case of an em- 
ployee who commenced foreign service 
prior to March 1, 1913, and commences 
to receive a pension under his employer’s 
pension plan in 1954 or thereafter, his 
“investment in the contract” under Sec- 
tion 72 of the 1954 Code is to be com- 
puted in accordance with the various 
changes outlined above. 

The same methods of allocation, here- 
tofore outlined, apply to pensions paid 
from the current operating funds of a 
domestic employer direct to a retired 
United States citizen on account of, or 
with respect to, services rendered as a 
bona fide resident of a foreign country.!® 


Status of nonresident aliens 

The source of distribution is determi- 
native of the taxability of a nonresident 
alien with respect to distributions from 
stock-bonus, pension, profit-sharing, and 
annuity plans. If the distribution is made 
from a source outside the United States, 
i.e., a foreign insurance company or a 
foreign-situs trust, the nonresident alien 
is not subject to United States income 
tax, regardless of the fact that the dis- 
tribution may have arisen from contribu- 
tions made by a citizen, corporation, or 
other entity of the United States. If, on 
the other hand, the distribution is made 
through a domestic insurance company 
or trust, unless exempt by a tax conven- 
tion between the United States and the 
nonresident alien’s country, he is taxable 
to the same extent as a United States 
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citizen would be taxable under similar 
circumstances. The manner of taxation, 
however, is through withholding at the 
special withholding rates. 

Prior to 1950, nonresident alien in- 
dividuals not engaged in trade or busi- 
ness within the United States were taxed 
only on “interest (except interest on de- 
posits with persons carrying on the bank- 
ing business), dividends, rents, salaries, 
wages, premiums, annuities, compensa- 
tions, periodical gains, profits and in- 
come” from sources within the United 
States. They were not taxed on their 
capital gains. For taxable years begin- 
ning in 1950 and thereafter, a nonresi- 
dent alien not engaged in trade or busi- 
ness in the United States, who has been 
temporarily present within the United 
States, is taxed on his capital gains as 
follows: 

1. If he has been present in the 
United States for less than 90 days dur- 
ing the taxable year, he is taxed on his 
capital gains, derived from sources 
within the United States, on sales or ex- 
changes of capital assets effected during 
his presence in the United States. 

2. If he has been present in the 
United States for 90 days or more dur- 
ing his taxable year, he is taxed on all 
his net capital gains derived from United 
States sources during such year, whether 
or not he was present when the sales 
were consummated. 

A nonresident alien individual not en- 
gaged in trade or business in the United 
States who is not physically present in 
the United States at any time during the 
taxable year is not subject to tax on any 
capital gains from United States sources, 
nor are capital losses to be taken into 
account. 


Taxability of distributions 


If the total distributions from an ex- 
empt employees’ trust,!! with respect to 
any employee, are paid in one taxable 
year of the distributee on account of the 
death of an employee-participant, or 
other separation from the service, or on 
account of the death of the employee 
after his separation from the service, the 
amount of the distribution, in excess of 
the employee’s contributions (deter- 
mined by applying Section 72(f)), is 
considered a long-term capital gain.!? 

Distributions from exempt employees’ 
trusts under circumstances which give 
rise to the long-term capital gain treat- 
ment are taxable to citizens of the 
United States, and also to residents. 
Such gains are included in gross income. 


Similarly, gross income includes gains 
derived from the disposal of timber or 
coal under certain types of contracts 
which the law treats as capital gains, and 
also gain derived from the transfer of an 
interest in a patent which is considered 
capital gain. These are gains which are 
technically not capital gains, but which 
are treated as such under special statu- 
tory provisions. Consequently, provi- 
sion was made in the Internal Revenue 
Code of 195418 for taxation of such 
items to nonresident aliens. The tax is 
generally imposed at the withholding 
rate of 30 per cent,!* which is applied to 
the distribution without regard to the 50 
per cent deduction in the case of long- 
term capital gains.!° Thus, if a lump-sum 
distribution is made from an exempt em- 
ployees’ trust in the amount of $1,000 
to a nonresident alien, and the employee 
made no contributions, the 30 per cent 
would apply to $1,000 (not $500), re- 
sulting in a tax of $300. 

Tax conventions with foreign coun- 
tries govern the treatment of income re- 
ceived by nonresident aliens from 
sources within the United States. Con- 
ventions with most foreign countries 
contain provisions which expressly ex- 
empt private pensions and life annuities 
paid from sources within the United 
States to nonresident aliens residing in 
the signatory country. Withholding 
regulations promulgated with respect to 
the various treaties expressly exempt 
such pensions and life annuities from 
the withholding requirements. 


Foreign-situs trusts 


A trust which is not created or organ- 
ized in the United States cannot qualify 
for exemption from tax under the In- 
ternal Revenue Code of 1954.16 It was 
possible prior to enactment of the 1954 
Code for such a trust to be exempt if it 
had no investments which would pro- 
duce income from sources within the 
United States.!7 For the purpose of tax- 
ing beneficiaries, however, the 1954 
Code provides the same methods of tax- 
ation as are applicable to distributions 
from domestic trusts if the foreign- 
situs trust would qualify for exemption 


7 Estate of J. W. Flanagan, 18 TC 1241 (1952); 
following Wood v. U.S., 104 F. Supp. 1020 
(1952). 

8C. A. Crispin, 200 F.2d 99 (CA-9, 1952); 
relying on Robert P. Hackett, 159 F.2d 121 
(CA-1, 1946). After the Ninth Circuit’s decision 
in Crispin, Flanagan (footnote 7, supra) was ap- 
pealed to the Second Circuit. The Commissioner 
accepted the rule announced in Crispin, and 
Flanagan was remanded to the Tax Court with 
direction to vacate the decision at 18 TC 1241. 

® Reg. 118, Sec. 39.116-1(a). 

10 Rev, Rul. 55-294, IRB 1955-20, 16. 

11 An employees’ trust described in Sec. 401(a) 
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from tax under Section 501(a) except 
for the fact that it is a trust created or 
organized outside the United States.1* 
Thus, if the foreign trust is part of a 
stock-bonus, pension, or profit-sharing 
plan which meets the applicable require- 
ments for qualification under Section 
401(a) of the 1954 Code, except that 
the trust is created or organized outside 
the United States, a total distribution in 
one taxable year of the distributee on 
account of the employee’s death or other 
separation from the service of the em- 
ployer, or death after separation from 
service, is treated as a long-term capital 
gain (unless the distributee is a nonresi- 
dent alien with respect to whom with- 
holding at the source is applicable!®). 


Domestic trust, nonresident distributees 
A domestic trust which is part of a 
plan which meets the applicable require- 
ments for qualification under Section 
401(a) of the 1954 Code is exempt un- 
der Section 501(a) of the Code, regard- 
less of the fact that it may include non- 
resident beneficiaries. The residents in 
the United States are afforded the de- 
ferred tax treatment provided for under 
Section 402(a)(1), and the long-term 
capital gain treatment under Section 
402(a)(2), if otherwise applicable. 
United States citizens who are bona fide 
residents of a foreign country, or are 
present in a foreign country for at least 
510 full days in a period of 18 consecu- 
tive months,2° qualify for the same tax 
treatment which is applicable to resi- 
dents and, in addition, treat as their own 
contributions such amounts paid by the 
employer which would not have been 
includible in gross income if paid di- 
rectly to them.?! Nonresident aliens may 
also include employer contributions with 
their own for the purpose of the annuity 
treatment under Section 72. They are, 
however, subject to tax by withholding 
at the source2? but are not granted the 
long-term capital gain treatment.** 

An excise tax at the rate of 27.5 per 
cent is imposed on transfers to avoid 
income tax, computed on the excess of 
the value of stock or securities trans- 
ferred over the adjusted basis thereof.*4 


and exempt under Sec. 501(a), 1954 IRC. 
121954 IRC, Sec. 402(a)(2). 

18 Jbid. Sec. 871(a). 

14 1954 IRC, Sec. 1441(a). 

15 Jbid., Sec. 871(a), Sec. 1202. 

16 1954 IRC, Sec. 401(a). 

17 I.R. Mim. No. 71 (par. No. 3), 1952-2 CB 170 
18 1954 IRC, Sec. 402(c). 

19 1954 IRC, Sec. 1441(a). 

20 Tbid., Sec. 911(a). 

21 [bid., Sec. 72(f)(2). 

22 Thid., Sec. 1441(a). 

23 Tbid., Sec. 871(a), Sec. 1202. 

24 Tbid., Sec. 1491. 
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Payment of salary to executive’s 


widow—a continuing problem 


rpvHE 1954 Cope exempts death bene- 
| fits paid by an employer to the bene- 
ficiaries or estate of a deceased employee 
up to a total of $5,000. The 1951 Act 
had introduced a partial exemption of 
such death benefits; it allowed tax-free 
receipt of $5,000 from each employer, 
but only payments under contract were 
so treated. There is continuing litigation 
over payments prior to 1951 or not 
covered by these specific provisions. 

In November we reported a case hold- 
ing salary paid to a widow a nontaxable 
gift (Hellstrom, 24 TC No. 101); in 
came Lengsfield (TCM 
1955-257), holding such payments to 
be dividends in that particular case. 
The Lengsfield case will undoubtedly 
become a favorite with revenue agents. 
Practitioners should remember that the 
facts there were highly unusual. There 
was a history of payments from the 
members of the 
family going back to 1920; the deceased 
husbands of two of the widows has 
been officers of the corporation, the 
husband of the third widow had not. 
The taxpayers had argued from these 
facts that the payments were gifts by 
the corporation. The Tax Court said, 
however: 


December 


business to needy 


“The pattern of family solidarity evi- 
dent through the years is shown to lend 
considerable force to petitioners’ charac- 
terization. But closer scrutiny may re- 
veal a different solution to the present 
controversy from the ‘corporate gift’ 
concept urged by petitioners. 

“Payments to the widow of a family- 
member began when the family business 
was a partnership. The effect of the 
payments then made was that each 
individual partner was contributing a 
share of the widow’s living expenses. 


When the business was incorporated, a 
similar result was reached by charging 
the payments to surplus. This practice 
continued through the years. . . . 
“Neither petitioners nor respondent 
contend that the other stockholders 
made a gift of their share of the 
dividends . . . and we shall accordingly 
disregard any such possibility. But if 
we can assume a continuation of the 
original intention as applying to the pay- 
ments controversy, we must 
conclude that what was intended . . . 
was a distribution of corporate profits 
to some stockholders, but with the con- 
sent of all; the remaining family mem- 
bers making what was perhaps in reality 
a personal contribution to the widows 


now in 


by raising no objection to a distribution 
out of corporate earnings of the amount 
necessary to augment the widows’ other- 
wise earned dividends. 

“The fact that the remaining share- 
holders affirmatively consented, or at 
least made no objection, to the payments 
reinforces the concept that these were 
dividends. The recipients were majority 
(63 per cent) shareholders and most 
of the others were close relatives. In 
addition, two of those remaining were 
drawing large salaries from the corpora- 
tion. 

“In the statutory language each of 
these payments was a ‘distribution . . . 
by a corporation to its shareholders.’ 
There were earnings and profits avail- 
able which consequently the 
source of the distributions. We cannot 
escape the conclusion that by legisla- 
tive definition they were ‘dividends... . 

“The deceased husbands were not in 
each instance valued officers, the dura- 
tion of the payments was not limited, 
and reliance on respondent’s rulings 


were 


was not shown to be the mainspring of 
the corporate action.” 


Why Hellstrom payment was gift 


In Hellstrom the Tax Court found 
the payments to the widow to be a non- 
taxable gift to her. Here the deceased 
executive had owned approximately 
25% of the stock of the company. As 
the court put it, the Commissioner’s 
argument was “that the intent of the 
Board of Directors of the corporation 
that the payments in question 
were ‘in recognition for the services 
rendered to this corporation for many 
years’ by petitioner’s husband, and that 
the words, ‘in recognition’ are equiva- 
lent to ‘in consideration’ within the 
meaning of the Regulation. . . . We 
think it makes little difference how the 
corporation formally expresses its mo- 
tives for the payment. Where such pay- 
ment is a gift, as the whole record here 
establishes that the payments in ques- 
tion were, it remains a gift regardless of 
the fact that the corporation may state 
its reasons for making the payment 
were ‘because of’ or ‘in recognition of 
or ‘in consideration of the services of 
the deceased employee. This seems to 
us the only sensible construction of the 
Supreme Court’s language in Bogardus 
v. Commissioner, 302 U.S. 34, 44 
(1937), wherein it said that a gift is 
none the less a gift because inspired by 
gratitude for past faithful services. . . . 


was 


The controlling facts here 


“In view of the other evidence in the 
record, we attach no particular signifi- 
cance to the fact that the corporation 
claimed deductions on its returns for 
the amount paid to petitioner. Nor do 
we attach any significance to the fact 
that the amount paid to her was the 
amount of salary her husband would 
have drawn had he lived. . . . Gifts to 
widows of deceased employees are fre- 
quently determined by the amount of 
salary which the employee drew or 
would have drawn. 

“We think the controlling facts here 
which establish the payment in question 
as a gift are that the payment was made 
to petitioner and not to her husband’s 
estate; that there was no obligation on 
the part of the corporation to pay any 
additional compensation to petitioner's 
husband; it derived no benefit from the 
payment; petitioner performed no serv- 
ices for the corporation and, as hereto- 
fore noted, those of her husband had 
been fully compensated for. We think 
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the principal motive of the corporation 
in making the payment was its desire 
to do an act of kindness for petitioner. 
The payment, therefore, was a gift to 
her and not taxable income.” be 


Split-dollar ruling opens 
free ride for employees 


THE FANFARE with which the recent 
ruling approving “split-dollar” insurance 
(Rev. Rul. 55-713, 4 JTAX 89) was 
greeted has obscured the fact that the 
real significance of the ruling may go 
far beyond the actual subject matter. 

In holding that the employee does 
not realize income to the extent that 
the employer’s premium payments equal 
the cash value of the insurance, which 
ultimately go to the employer, the Serv- 
ice reasons that “the substance of the 
insurance arrangement between the par- 
ties is in all essential respects the same 
as if Y corporation makes annual loans 
without interest, of a sum of money 
equal to the annual increases in the 
cash surrender value. The mere 
making available of money does not 
result in realized income to the payee. 

(Emphasis supplied. Ed.) Note, 
also, that the employee is not personally 
obligated to repay the employer’s ad- 
vances. 

If, as this ruling apparently holds, an 
employer may make interest-free non- 
recourse loans to an employee without 
tax consequences, the way seems open 
for an employer to finance equity ven- 
tures by an employee without risk of 
loss to the latter. For example, a cor- 
poration could lend $10,000 to a favored 
executive to finance a purchase by him 
of its (or anyone else’s) stock. If the 
loan is without interest and on a non- 
recourse basis, the executive gets a free 
ride. If the stock goes up he has a capi- 
tal gain; if it goes down the loss is the 
employer’s. This, if it works, is even 
better than a restricted stock option, 
which requires investment by the em- 
ployee and consequent assumption of 
risk of loss. 

Does the Service really mean that 
“the mere making available of money 
does not result in realized income to the 


payee... .’? w 
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New compensation decisions this month 


Amount of current life insurance tax- 
able to beneficiary of employees’ trust. 
An employee must include in his in- 
come the cost of current life-insurance 
paid by his employer, 
though it is part of a qualified pension 
plan. The IRS outlines the basis for 
computing the cost of the current 
life-insurance protection provided by 
a life or endowment contract held 
by a qualified employees’ trust. Rev. 
Rul. 55-747. 


Trusts for employees of tax-exempts 
need not file annual data. Since the 
tax-exempt employer does not have to 
claim deductions for pension-plan pay- 
ments, the trustee of a qualified em- 
ployees’ trust established by a tax- 
exempt organization is relieved of filing 
annually the information called for by 
P.S. No. 17 (11/24/44) unless the 
Commissioner requests him to do so. 


Rev. Rul. 55-758. 


Termination of pension plan did not 
disqualify it. In 1943, taxpayer adopted 
(and the Commissioner approved retro- 
actively) a pension plan, funded by in- 
surance, under which it would pay 90% 
of the premiums. At that time the court 
stated the corporation thought that it 
could amend the plan to reduce its con- 
tribution percentage; it did, however, 
pay through 1948. In 1949, its net in- 
come dropped 50% and the premium 
under the plan doubled. It also dis- 
covered that any reduction in its per- 
centage contribution would be con- 
tested by the Commissioner. For these 
reasons, the plan was terminated in 
1950 and the policies turned over to 
the participants. The Commissioner 
contended that the plan was disquali- 
fied, and denied deductions for open 
years—1947 and following. The court 
holds that plan was bona fide and per- 
manent, and that the termination was 
for valid business reasons. Ingram & 
Company, DC Calif., 11/29/55. 


Wife can treat 107 fee of husband as 
her income even prior to marriage (old 
law). Taxpayer, an attorney, received 
in 1950 a fee for services rendered be- 
tween 1930 and 1950, which he re- 
ported under Section 107 of the 1939 
Code. In making the computations, he 
treated half the income as taxable to 





his wife, and computed what her tax 
would have been had it been received 
by her over all the years, even the years 
before they were married. The district 
court had held this was wrong for years 
prior to their marriage. This court re- 
verses: there is no statutory authority 
for so limiting the wife’s share. By 
filing a joint return in 1950, half the 
fee is considered hers and she can then 
spread it back over the years in which 
it was earned. [The 1954 Code pro- 
vides that the income can be attributed 
only to the taxpayer who would have 
to report it on a separate return for 
the year of receipt. Ed.] McClure, CA- 
4, 12/6/55. 


Prior year salary is “back pay”; state 
commission restricted payment. Tax- 
payer, president and general manager 
of a corporation, received $10,000 in 
1947 for services rendered during the 
years 1931 through 1935, and $10,000 
in 1948 for services rendered during the 
years 1936 through 1940. The court 
holds that this qualified as “back pay” 
within the meaning of Section 107(d) 
of the 1939 Code. The officer had been 
in continuous employment of the cor- 
poration, but payment for the services 
rendered was suspended by order of 
the Wisconsin Railroad Commission 
until the corporate mortgage bonds 
which were in default had been repaid. 
Straus, TCM 1955-36. 





MISCELLANEOUS EXCISE 


Manufacturer's excise tax wrongfully 
imposed. The taxpayer’s business con- 
sisted of cutting glass on order and in- 
stalling it in his customers’ automo- 
biles. A manufacturer’s excise tax was 
collected by the government. The court 
held that the taxpayer was merely a 
retailer and was not a manufacturer of 
automobile parts and accessories. He 
was not subject to the excise tax. Cotter, 


DC Ill., 6/6/55. 


Members’ powers of attorney must ac- 
company club’s claim for refund of dues 
tax. A club or organization filing a claim 
for refund of dues tax in behalf of its 
members will be allowed the clain: in 
the amount for which powers of attorney 
were filed within the statutory period 
of limitations. Rev. Rul. 55-602. 
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Capital gains on sale of partnership interest 


for profit on contracts in progress 


rpyuHE Tucker case is required reading 

for anyone concerned with the tax 
effect of the break-up of a professional 
partnership under the old Code. Under 
the 1954 Code this transaction would 
presumably be treated as a payment 
for unrealized receivables—ordinary in- 
come to withdrawing partner (Tucker) 
and a cost of the income to deductible 
by remaining partner (Silling). [See 
the discussion of the treatment of a dis- 
tribution of unrealized receivables, 3 
JTAX 354.] 

Under the 1939 Code the question 
was simply, in the words of the Tax 
Court: “. . . whether petitioner Tucker 
sold his interest in the partnership, 
“Tucker & Silling,” in 1951, thereby 
realizing capital gains on the transac- 
tion, or whether the essence of the 
agreement which he entered into with 
his partner, Silling, in March 1951 was 
that he continue as a limited and inac- 
tive partner for approximately a two- 
year period, during which he would re- 
ceive $40,000, his share of the expected 
profits on contracts then in work, but at 
the end of which time he would sell his 
partnership interest to Silling for the 
sum of $1.00. Respondent has made in- 
consistent determinations with respect 
to petitioners, Tucker & Silling, in order 
to protect the revenue and their cases 
were consolidated for 
opinion. .. . 

“The March 10th agreement, itself, 
appears to require that the partnership 
continue until March 1, 1953, and that 
at the end of that period, Tucker sell 
his interest therein to Silling for the 
sum of $1.00... . 

“The question, therefore, is what did 
the two former partners accomplish by 
their negotiations which culminated in 
the formal agreement of March 10, 


hearing and 


1951... . The record indicates that the 
partnership had little in the way of tan- 
gible assets. . . . Though the partnership 
had few tangible assets and no salable 
good will at the time petitioner Tucker 
entered into negotiations regarding his 
withdrawal from the firm, the partner- 
ship did possess certain very valuable 
assets which made an interest therein 
one of considerable value. Such assets 
consisted of various incompleted archi- 
tectural contracts and were the major 
factor in the bargaining between the 
partners. Both Tucker and Silling calcu- 
lated the amount to be paid to the retir- 
ing partner on the basis of estimates as 
to the amount which such partner 
would receive as his distributive share 
of the earnings to be realized from 
these contracts if he were to remain a 
partner until their completion. Granted, 
that had Tucker remained in the firm as 
a partner, to receive his distributive 
share of the actual earnings from such 
contracts, or to be charged with his dis- 
tributive share of losses, any such earn- 
ings would be ordinary income to him. 
However, the contract which the par- 
ties entered into as of March 10, 1951, 
to terminate their active association, 
did not so provide. Instead, Tucker 
was to receive the stipulated sum of 
$40,000; $24,000 of which was payable 
in 1951, $12,000 in 1952, and $4,000 
on February 28, 1953. Tucker would 
not share in any excess amounts earned 
on these contracts nor receive any share 
of the profits earned on other contracts 
performed by the firm prior to Febru- 
ary 28, 1953. Nor would he share in any 
losses of the firm, perform any services, 
or have any voice in policy matters. He 
was expressly forbidden from making 
any contracts or creating any obligations 
involving ‘the partnership of Tucker & 





Silling.’ Tucker’s participation in the 
firm’s activities was thus limited solely 
to the receipt of specified sums of 
money. He visited the offices of the firm 
but once after March 10, 1951, then 
only to get his personal belongings. Dur- 
ing that same year, he entered into part- 
nership with another architect. Under 
these circumstances, we cannot say that 
the parties to this agreement really in- 
tended or believed that Tucker was to 
continue as a partner in the firm until 
March 1, 1953, even in an inactive 
capacity. 

“We, therefore, hold that Tucker sold 
his interest in the partnership to Silling 
as of March 10, 1951, arriving at a value 
for such interest on the basis of the 
principal assets of the partnership at 
that time, namely, the anticipated earn- 
ings from contracts then being per- 
formed by the partnership. Although 
the purchase price may have been 
largely determined on the basis of such 
anticipated earnings, this does not con- 
stitute an assignment of income so long 
as the services had not yet been per- 
formed and these estimated amounts 
were not yet earned. . . . The $24,000 
received by Tucker in 1951 was partial 
consideration for the purchase of his 
partnership interest. Such amount must 
be treated by petitioner Silling as the 
purchase price of a capital asset and 
cannot be deducted by him from his 
distributive share of the earnings of the 
firm during 1951.” 


Cunningham not a distribution 


The factual situation in the Cunning- 
ham case (TCM 1955-296), also noted 
below is, basically similar—the taxpayer 
received compensation for business he 
had “on the books” but not yet earned. 
But Cunningham was a simple proprie- 
tor, not a member of a partnership. 
Even under the new Code, he would 
have capital gain. And the payment to 
him would be the basis of the interest 
of the new partners. w 


New decisions 





Family joint venture found valid; de- 
nied capital-gain treatment. Taxpayer 
and two others bought some $23,000 
worth of surplus bomb hoists. Taxpayer, 
his two sons, and son-in-law were to 
share in an undivided 1/3 interest. This 
arrangement, though informal, is found 
by the court to be valid. The Commis- 
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sioner erred in including the sons’ and 
son-in-law’s shares of the profit in tax- 
payers income. One dissent. Zack, 25 
TC No. 82. 


Partner's payment of annual assess- 
ments to replenish capital constitutes 
capital investments. Taxpayer was a 
member of a partnership which, to re- 
plenish capital after the withdrawal of 
a partner, annually assessed the remain- 
ing partners. The assessments were not 
credited to capital and did not increase 
the payment to taxpayer upon his re- 
tirement. The Service holds that the 
assessments are capital contributions 
which increase the basis of the partner- 
ship interest. Any gain or loss realized 
upon the partial or complete liquidation 
of his partners in interest is capital. 
Rev. Rul. 56-5. 


Sale of partnership interests v. sale of 
partnership assets. [Acquiescence.] A 
partnership engaged in the business of 
manufacturing soluble tea and coffee 
sold out to an unrelated corporation. 
The issue was whether there was a sale 
of partnership interests taxable as capi- 
tal gain, or whether there was a sale 
of the assets of the business taxable as 
ordinary income. (The Commissioner 
conceded that gain on sale of machinery 
and equipment was capital gain.) The 
court held that the facts established 
sale of partnership interests. The par- 
ties intended to transfer the entire en- 
terprise, not merely the physical assets, 
as evidenced by the fact that the buyer 
took possession of the plant without 
interruption of activities. Dahlen, 24 
TC No. 20, acq. IRB 1955-52. 


Capital gain on payment received on 
admitting partners; large unrealized in- 
come. Cunningham had operated as 
sales agent for Crucible and Trent Steel. 
In November 1951 Russell D. Ketcham 
and his wife (see TCM 1955-302) paid 
him $50,000 upon the creation of a 
partnership by the three of them. At 
this time Cunningham had outstanding 
sales orders which would net him about 
$110,000 in commissions on delivery. 
The Court holds the $50,000 represents 
purchase price of a part interest in a 
going business and is capital gain. (See 
comment above. Ed.) Estate of Cun- 
ningham, TCM 1955-296. 


New partners can’t deduct payment to 
sole proprietor on going into his busi- 
ness. Ketcham and his wife paid $50,- 


000 to Cunningham (see TCM 1955- 
296) upon formation of a partnership 
with him to which he turned over his 
business as sales agent for steel com- 
panies. They could not deduct the $50,- 
000 payment from their share of in- 
come as a return of capital. The total 
distributions were to be reported as 
partnership income; the $50,000 was 
a capital cost. Ketcham, TCM 1955-302. 


Partner must pay though Commissioner 
erroneously taxed his income to another. 
The Commissioner determined that the 
taxpayers were not members of a part- 
nership for tax purposes, and their in- 
come was taxed to the other partners 
who paid the tax and were not parties 
to this litigation. The taxpayers filed 
claims for refunds for the taxes they 
had paid. In this action, both parties 
conceded that there was a bona fide 
partnership for tax purposes, and the 
Commissioner’s determination in the 
case of the other partners had been 
wrong. The taxpayers contended that 
the prior erroneous determination 
stopped the government from now as- 
serting that the partnership income was 
taxable to them. The court held that 
the government was not bound by its 
prior error and the taxpayers could not 
profit from the mistake. Taxpayers were 
not misled; they did not overpay their 
taxes. The refund is denied. The court 
also referred to a letter in which the 
government stated that it would revise 
the prior deficiencies if the taxpayers 
lost out in their suit. Goldstein, CA-8, 
11/17/55. 


Partnership with son not valid till son 
finishes Army service. Taxpayer’s son 
finished dental school in 1942, and went 
into the Service several months later. 
In the meantime the taxpayer, a dentist, 
executed a partnership agreement with 
his son which became effective on Jan- 
uary 1, 1943, at which time the son 
was in the Service. The facts showed 
that the father knew his son was going 
to be inducted and would not be able to 
contribute to the firm until his return. 
Cain, Court of Claims, 11/8/55. 


Court determines value of renegotiable 
contracts contributed to partnership as 
capital. [Acquiescence] The Tax Court 
originally held that taxpayer partner- 
ship could not depreciate government 
contracts contributed to it as capital. 
The contracts were originally made by 
a corporation which dissolved and the 
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stockholders transferred the contracts to 
taxpayer. On appeal the Third Circuit 
held that the Tax Court erred in holding 
that government contracts were not 
transferable and therefore had no value. 
On remand to determine the value of 
the contracts the court placed it at 
$250,000; taxpayer had claimed $750,- 
000. Thompson, 21 TC No. 56, acq. 
IRB 1955-47. 





DECISIONS AFFECTING 
INSURANCE COMPANIES 


Treatment by life insurance companies 
of non-life reserves. Life insurance com- 
panies are taxable on income from non- 
life business under a formula including 
in income a portion of unearned premi- 
ums and unpaid losses. Policy claims 
and losses outstanding as well as re- 
serves held against future unaccrued 
contingent payments should be _ in- 
cluded. Reserves for deferred maternity 
benefits constitute “unearned premi- 
ums” rather than “unpaid losses” during 
the period for which premiums have 
been paid but upon which the com- 
pany is not liable or “on the risk” under 
the terms of the policy. Rev. Rul. 55- 


705. 


Title insurer can deduct increase in un- 
earned premium reserve. Insurance 
companies compute taxable income 
from other-than-life business by includ- 
ing the difference between their reserves 
for liabilities at the beginning and end 
of the year. The court decided that tax- 
payers were insurers and taxable as 
such. Further, the reserves they were 
required by state law to set up out of 
unearned premiums had a limited dura- 
tion; they were the liability reserves as 
distinguished from general solvency or 
surplus reserves. They could deduct the 
increase in these reserves during the 
year. Washington Title Insurance Com- 
pany, Ct. Cls., 11/8/55. 


Insurance company’s payments for re- 
insurance are premiums. An amount 
transferred from a mutual insurance 
company to a casualty insurance com- 
pany for the purpose of reinsuring lia- 
bility risks for catastrophe insurance 
represents reinsurance “premiums” to 
the casualty company. That portion of 
the premiums which remain unearned 
at the end of the taxable year is treated 
as “unearned premiums” under Section 
832(b) (4) of the 1954 Code. Rev. Rul. 
55-693. 
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Indictment dismissed when defendant in 


net-worth case is denied accountant 


| ERE IS A SIGNIFICANT new decision 
in which a tax evasion indictment is 
ordered dismissed by a district court 
because the government tied up all de- 
fendant’s property by jeopardy assess- 
ments and refused to release funds to 
enable defendant to employ adequate 
accounting services to prepare a defense 
against a net-worth prosecution. 

We have always stressed that in an 
investigation where the Treasury seeks 
to establish civil or criminal fraud on 
the part of the taxpayer, it is very un- 
wise for the accountant to try to handle 
the situation at any stage without the 
assistance of capable counsel. 

But we have also stressed that the 
services of a knowledgeable accountant 
are indispensable. It is the accountant- 
lawyer team working jointly which is 
most successful. 

What we say here is especially true 
where a net-worth situation is involved, 
since here, more than in a specific-item 
case, complicated records and account- 
ing problems are involved; and yet a 
lawyer’s knowledge of the evidentiary 
“traps” abounding in a net-worth case 
are also highly essential. 

The worth of what we are saying was 
dramatized in a recent decision of 
United States District Judge Kenneth 
P. Grubb, for the Eastern District of 
Wisconsin, in the case of U.S. v. Sidney 
A. Brodson (November 30, 1955). 

On October 29, 1951, the Commis- 
sioner of Internal Revenue had made 
jeopardy assessments against Brodson, 
a Milwaukee gambler, and his wife for 
nearly $350,000, and had tied up all of 
their assets by liens and other adminis- 
trative actions, so that Brodson was un- 
able to dispose of or borrow on his prop- 
erties. In April, 1953, Brodson was in- 
dicted for tax evasion. 

During the administrative stages of 


the investigation, and for a consider- 
able time thereafter, Brodson was rep- 
resented by Paul Lipton of Milwaukee, 
whom the court described as “very ex- 
perienced in this type of litigation.” 
Lipton endeavored to obtain the release 
of funds for the payment of counsel 
fees and other expenses in connection 
with preparation for trial, but the gov- 
ernment refused to release any funds for 
these purposes. 


Reasons for dismissal of indictment 


In August of 1955 Lipton filed a mo- 
tion to dismiss the indictment on the 
following grounds (among others) : 

1. The Internal Revenue Code of 
1939 should not be construed as author- 
izing the initiation of a criminal pro- 
ceeding during the pendency of a jeop- 
ardy assesment and liens. 

2. The initiation of a criminal prose- 
cution for tax evasion during the pend- 
ency of a jeopardy assessment and ac- 
companying liens deprives the defend- 
ant of liberty and property without due 
process of law, in violation of the Fifth 
Amendment to the Constitution, and of 
the effective assistance of counsel for 
his defense, in violation of the Sixth 
Amendment to the Constitution. 

3. Defendant will be unable to get a 
fair trial, and will be deprived of assist- 
ance of counsel for his defense, because 
the jeopardy assessment and liens pre- 
vent him from using his assets to insure 
adequate preparation for trial and rep- 
resentation at the trial. 

Thereafter, Lipton requested, and 
was granted, permission to withdraw 
from the case. The court thereupon 
appointed counsel for the defendant 
upon his representation that he was 
without funds. Court-appointed coun- 
sel, who were obligated to serve with- 
out fee, pressed Lipton’s motion to dis- 


miss, relying principally upon the 
grounds that the defendant could not 
get a fair trial in a net-worth case be- 
cause he was unable to employ and pay 
for accounting assistance. The govern- 
ment countered that the court could 
appoint accountants to assist the court- 
appointed attorney; and stood pat in its 
refusal to lift the jeopardy assessments 
and liens in any respect. 

In a precedent-making opinion, on 
November 30, 1955, Judge Grubb or- 
dered the indictment dismissed, and 
made some pertinent comments about 
the compelling need for a defendant to 
obtain and pay for competent account- 
ing services if he is to prepare his de- 
fense to a net-worth prosecution: 

“The basis of ‘the third ground, 
namely, that the defendant cannot get 
a fair trial, is that the government, 
through jeopardy assessments and tax 
liens, has deprived the defendant of all 
assets since October, 1951. . . . These 
jeopardy assessments and liens, under 
the statutes, attach to all property and 
assets which the defendant might other- 
wise have available to finance his de- 
fense. 

“This is a net-worth tax case covering 
a three-year period. The District At- 
torney has at his command in prepara- 
tion the records of the Tax Department 
and the service and advice of its expert 
employees and accountants. There is no 
dispute in the record but what the serv- 
ices of skilled accountants are neces- 
sary in order to adequately prepare the 
defense in this case . . The argu- 
ments of defendant’s present counsel, 
both written and oral, setting forth the 
fact that extensive accounting services 
are indispensable to the proper prepa- 
ration of the defense of the case were 
at no time questioned by the govern- 
ment, either by affidavits, by briefs, o1 
that the court can recall in any oral 
argument. 


Court invites affadavit 

“At the time of the oral argument the 
court indicated that if defendant were. 
within one week, to file an extremely 
broad affidavit showing that he had no 
assets of any kind and none were pro- 
curable by him (an affidavit broad 
enough so that if it turned out to be 
false it could form the basis of a per- 
jury conviction), and if the government 
did not then see fit to put a reasonable 
amount of the seized assets in escrow 
with the Clerk of Court subject to order 
of the court for use in reasonably neces- 
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sary preparation for trial, this court 
would be inclined to the view that de- 
fendant was being deprived of his con- 
stitutional rights to a fair trial and due 
process of law. The court pointed out 
at that time that it had no power to 
direct defendant to file such an affidavit 
or to order the government to make a 
reasonable amount of the defendant’s 
former assets available for his defense, 
but expressed the tentative view that 
the failure of the government under 
such circumstances to place in such es- 
crow a reasonable amount would de- 
prive defendant of his constitutional 
rights in this type of case. Defendant 
filed affidavits. The government did not 
see fit to place any such funds in es- 
crow with the Clerk as suggested, to 
enable defendent to hire an accountant. 

“Mr. Hilgendorf, Assistant United 
States Attorney, filed an affidavit on No- 
vember 10, 1955, in which he sets forth 
that the receipts admitted in the de- 
fendant’s affidavit exceeded the dis- 
bursements accounted for by some $51,- 
000. The overwhelming amount of the 
receipts set forth were received prior to 
the indictment. On page 3 of that affi- 
davit Mr. Hilgendorf lists receipts be- 
tween December 31, 1950, and October 
29, 1951, some two and a half years 
prior to the indictment. He concludes 
that over and above the assets seized 
under the jeopardy assessments the de- 
fendent had available to him over $128,- 
000. None of these assets are shown to 
have been available to the defendant 
since the indictment. The amount of 
assets which the defendant may have 
had in 1950 and 1951 are not material 
to the question as to whether he can 
get a fair trial now. The indictment was 
not returned until April, 1953. 

“The affidavit of Mr. Reisimer, Dis- 
trict Director of Internal Revenue, indi- 
cates that the government has collected 
and applied to the tax accounts the sum 
in excess of $78,000 and lists further 
property which his office still has in its 
possession which were assets of the de- 
fendant or his wife. Nowhere in these 
affidavits is there any indication that 
the defendant now has any funds with 
which to prepare his defense nor do 
they indicate that he has had any sub- 
stantial assets which have been dissi- 
pated since the filing of the indictment. 

“The question here presented is 
whether the defendant can get a fair 
trial or will be deprived of “due process’ 
as guaranteed by the Constituiton. What 
he did with assets prior to his indict- 


ment is immaterial. Under the Code 
cited above, the amount assessed has be- 
come a lien ‘in favor of the United States 
upon all property and rights to prop- 
erty, whether real or personal.’ Section 
3670, 1939 Code. The lien even at- 
taches to property which is acquired 
after the lien has arisen. It at- 
taches to bank deposits, claims for 


* wages or services rendered, actions for 


breach of contract and interests held in 
trust. . . . Under Section 3671 the lien 
continues in effect until the tax liability 
‘is satisfied or becomes unenforceable 
by lapse of time.’ 

“If one were to assume in this case 
that the defendant would receive a gift 
of cash from a friend or relative and 
tendered that to an accountant as a re- 
tainer for assisting in the defense, it is 
at once apparent to the accountant that 
the money tendered is impressed with 
a lien in favor of the United States. If 
the accountant defied the provision of 
the Code and accepted the tender, he 
would be required to surrender the 
property to the government on com- 
mand, and if he refused, he would be 
personally liable. Section 3710(b). 

“The United States Supreme Court 
on December 6, 1954, handed down 
four decisions which analyze in detail 
the various elements inherent in the net- 
worth type of tax case. Holland, et al, v. 
Us: ..< 4 SaaS, GS, wt 
U.S. v. Calderon . .; Friedberg v. 
U.S. . . . . In the Holland case the 
court lists six dangers which must be 
conscientiously kept in mind in order 
to assure adequate appraisal of specific 
facts in net-worth cases. Several of these 
dangers are interwoven with accounting 
data and concepts as well as legal prob- 
lems. The court there stated: 

“*Trial courts should approach these 
cases in the full realization that the tax- 
payer may be ensnared in a system 
which, though difficult for the prosecu- 
tion to utilize, is equally hard for the 
defendant to refute. . . .’ 

“We concluded that the method in- 
volved something more than the ordi- 
nary use of circumstantial evidence in 
the usual criminal case. Its bearing, 
therefore, on the safeguards traditionally 
provided in the administration of crimi- 
nal justice called for a consideration of 
the entire theory. 

“ ‘Nonetheless, careful study indicates 
that it is so fraught with danger for the 
innocent that the courts must closely 
scrutinize its use. 

“While we cannot say that these pit- 
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falls inherent in the net-worth method 
foreclose its use, they do require the 
exercise of great care and restraint.’ 

“The defendant could not, in the 
court’s opinion, effectively refute the 
government’s evidence without the ex- 
tensive assistance of a trained account- 
ant. 

“Under the guidance of the United 
States Supreme Court, the Federal 
courts have, particularly in recent years, 
consistently increased protections af- 
forded to a defendant in a criminal case. 
Powell v. Alabama, 287 U.S. 45. Here 
we have one branch of the government, 
the Tax Department, seizing all of the 
assets of defendant. About eighteen 
months later he is indicted on these 
criminal charges which the Department 
of Justice now seeks to prosecute. An- 
other department of the government has 
deprived the defendant of the means to 
employ an accountant or accountants 
to assist in the preparation of the case 
and in the analysis of the government’s 
accounting at the trial. Both the Tax 
Department and the Department of 
Justice are arms of the same govern- 
ment. The courts would not permit a 
private corporation to avoid responsi- 
bility by the position that the action 
taken by one department could not be 
controlled by or had nothing to do with 
the conduct of another department. A 
referee in a boxing match who was not 
blind would not permit ‘holding and 
hitting.’ Here the Tax Department is 
holding defendant’s assets. As a practi- 
cal matter it prevents him from acquir- 
ing other assets if he could do so. Pos- 
sibly it will be established that these 
assets are actually owed to the govern- 
ment for taxes. Nevertheless, while the 
government is holding those assets, to 
require the defendant to stand trial on 
a criminal charge such as this where ac- 
counting services are so obviously neces- 
sary comes very close to the same ethics 
or standards as ‘holding and _hit- 
ting.’ . 


Rules which must be followed 


“Net-worth income tax prosecutions 
present new, difficult, and complex 
problems. These must be met within the 
constitutional guarantees. Here, a de- 
fense counsel, assigned by the court and 
without compensation, no matter how 
able, is not in a position to adequately 
defend without the assistance of an 
accountant. The court has no power to 
appoint an accountant to serve without 
compensation. Without the assistance of 
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an accountant the defendant is denied 
effective assistance of counsel. He does 
not have reasonable opportunity to de- 
fend such as is required in order to have 
a fair trial. The effective assistance right 
‘cannot be discharged as if it were a 
mere procedural formality.’. ... 

“The defendant enters in the trial of 
this case with a presumption of inno- 
cence. Under the Constitution the de- 
fendant is entitled to due process of law 
and to a fair trial. It is the opinion of 
the court that in this type of a case de- 
fendant cannot secure a fair trial with- 
out accounting assistance. He is being 
deprived of the right of effective coun- 
sel and of due process of law. This 
comes about because of the action of 
an administrative department of the 
government in seizing defendant’s as- 
sets for tax liabilities and before those 
liabilities have even been adjudicated by 
the Tax Court or any other judicial body 
and its refusing to release a reasonable 
amount of such funds in escrow to the 
clerk of this court subject to the order 
of the court in order that the defendant 
may have a reasonable opportunity to 
prepare and to defend himself in this 
criminal proceedings. 

“The government has suggested that 
the court can appoint an accountant as 
an expert under Rule 28 of the Federal 
Rules of Criminal Procedure and in that 
way defendant can have the services of 
an accountant. Rule 28 provides: 

““The court may order the defendant 
or the government or both to show 
cause why expert witnesses should not 
be appointed, and may request the par- 
ties to submit nominations. The court 
witnesses 
agreed upon by the parties, and may 


may appoint any _ expert 
appoint witnesses of its own selection 
An expert witness shall not be appointed 
by the court unless he consents to act. 
A witness so appointed shall be in- 
formed of his duties by the court at a 
conference in which the parties shall 
have an opportunity to participate. A 
witness so appointed shall advise the 
parties of his findings, if any, and may 
thereafter be called to testify by the 
court or by any party. He shall be sub- 
ject to cross-examination by each party. 
The court may determine the reasonable 
compensation of such a witness and di- 
rect its payment out of such funds as 
may be provided by law. The parties 
also may call expert witnesses of their 
own selection.’ 

“Under this rule the witness so ap- 
pointed ‘shall advise the parties of his 
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findings.’ This would be tantamount to 
subjecting the defendant in a criminal 
case to discovery proceedings on behalf 
of the government not contemplated by 
the law. If applied in this manner, grave 
constitutional questions would be raised 
as it would be tantamount to compel- 
ling the defendant to testify against him- 
self. The government has offered to 
waive that part of the rule which re- 
quires that the witness so appointed 
‘shall’ advise the parties of his findings. 
The provision in that respect is manda- 
tory. The disbursing officer might well 
question this procedure, if not refuse 
payment, because the rule would not be 
followed. It is with considerable reluc- 
tance that the court feels that this pro- 
cedure would not be proper in this sit- 
uation as if it could be applied it might 
go a long way toward solving the diffi- 
culty and provide defendant with the 
kind of a trial which is guaranteed him 
by the Constitution.” 

The decision of Judge Grubb is now 
on appeal to the Seventh Circuit, and 
there is a possibility that it may go di- 
rectly to the Supreme Court on certifi- 


cation. * 








Unexplained bank deposits in them- 


selves not proof of fraud. [Acqui- 
escence.] In the absence of proof, the 
Commissioner was barred by the statute 
of limitations from assessing deficiencies 
after the ordinary three-year statute of 
limitations expired. (The statute of 
limitations does not apply to fraudu- 
lently omitted income.) York, 24 TC 
No. 83, acq. IRB 1955-52. 


Felony, not misdemeanor, sections ap- 
plicable to fraudulent returns. [Cer 
tiorari denied.] Taxpayer was convicted 
on a charge of tax evasion for failure to 
report substantial amounts of income. 
Among the alleged errors cited on 
appeal was that the trial court improp- 
erly refused to instruct the jury that 
it might find the taxpayer guilty of the 
lesser offense of a misdemeanor under 
either Section 145(a) or Section 3616- 
(a) rather than a felony under Section 
145(b). The Eighth Circuit finds no 
error. Section 145(a) made wilful fail- 
ure to pay a tax or make a return a 
misdemeanor whereas 145(b) made a 
wilful attempt to evade or defeat any 
tax a felony. As the taxpayer both made 
and filed a return, Section 145(a) was 


inapplicable. Section 3616 made the fil- 
ing of a false or fraudulent return with 
intent to defeat or evade the assessment 
of taxes a misdemeanor. The court de- 
cides that this section is inapplicable 
as never having been intended to apply 
to income-tax violations. Dillon, CA-8 
cert. den. 12/5/55. 


Corporation omitted income, not tax- 
payers; no fraud. [ Acquiescence.] From 
1942 to 1947, the two stockholders of 
the company collected in cash from 
civilian customers from 1 to 5 cents a 
pound. The payments, being based on 
corporate sales, are income to the cor- 
poration. No fraud penalties, however, 
because two different counsel advised 
them it was not. Fraud penalties sus- 
tained as to husbands; amounts omitted 
too large to be merely inadvertently 
overlooked. No fraud as to wives; they 
simply signed returns as prepared and 
therefore lacked intent to evade. [Case 
on appeal by taxpayer to CA-9. Ed.] 
United Dressed Beef, 23 TC 879, acq. 
IRB 1955-52. 


Court adjusts net-worth statement of 
truck farmer. In reconstructing a truck 
farmer’s income, the court revised the 
net-worth statement to exclude assets 
paid for by others, and to reflect gifts 
and adjusted living expenses for the 
years in question. Gain was recognized 
on an involuntary sale of a truck farm 
in 1950 since taxpayer failed to trace 
the proceeds of sale into the property 
acquired as a replacement. Fraud not 
proved. Genenwein Estate, TCM 1955- 


331. 


Can’t have fair net-worth trial without 
accountant for defense; indictment dis- 
missed. In 1951, the government had 
tied up all of defendant’s assets through 
jeopardy assessments and tax liens. In 
1953 he was indicted. 
government’s criminal case was founded 
on net-worth computations, the defend- 
ant claimed he could not properly de- 
fend himself without money for an 
accountant. The court agrees. The 
services of an accountant would be 
necessary to provide the defendant with 
effective counsel. The court could 
appoint an attorney to serve without 
pay, but it could not so appoint an 
accountant. Indictment dismissed. Brod- 
son, DC Wis., 11/30/55. (See p. 178) 


Because the 


Tax-evasion conviction by jury upheld 
on the evidence. Taxpayer was con- 
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victed of tax evasion for 1947 and 1949. 
The government’s proof was based on 
a net-worth computation for 1947 and 
direct evidence of unreported income 
in both years. The defendant’s testi- 
mony conflicted with the government’s 
on many points, but the court holds that 
there was sufficient evidence to justify 
the jury’s guilty verdict. Chinn, CA-4, 
12/16/55. 
Commissioner's reconstruction of a 
bookmaker’s income improper; Cohan 
rule used in disallowance of claimed 
“yayouts”’. Taxpayer, a bookmaker, 
kept records which contained accurate 
entries of amounts received and paid 
out in relation to every bet. However, 
he refused to identify any of the bettors 
on a list selected at random by the 
Commissioner, and refused to submit 
a net-worth statement. In determining 
his gross income from wagers, the Com- 
mission disallowed the “payouts” made 
for bets lost as evidenced on the books, 
and substituted therefore 88% of the 
total bets. Thus 12% of the bets were 
considered to be net winnings. The 
court holds the Commissioner’s deter- 
mination arbitrary and excessive. In- 
voking the Cohan rule, it determined 
the wagering losses to be overstated in 
each of the years 1947 through 1950 
by $4,000, $6,000, $2,000, and $3,000 
respectively. A loss of $45,400 from 
gambling operations of a Chicago office 
was reduced to $18,100; the original 
notebook containing each day’s betting 
operations was not put in evidence and 
was no longer available. The 25% pen- 
alty for failure to file was imposed be- 
cause the taxpayer sent in an unsigned 
return. Simon, TCM 1955-324. 
Net-worth statement adjusted to in- 
clude additional opening assets and 
various liabilities. In recomputing tax- 
payers income from real-estate trans- 
actions for 1950 and 1951] 
method, the 
failed to include opening assets of some 
$15,000, liabilities of $8,800 at the end 
of 1950, and liabilities of $5,800 at the 
end of 1951. Amounts received from a 


under the 


net-worth Commissioner 


corporation in 1951 over and above the 
amount of indebtedness which the cor- 
poration owed taxpayer represented tax- 
able income, not loans. Depreciation on 
rented buildings was redetermined 
where the deductions were overstated, 
having been taken on an appreciated 
basis rather than on original cost. The 
fraud penalty was applied only to the 


1951 assessment. Williams, TCM 1955- 
825. 


Jury finds opening cash higher and 
waives fraud and delinquency penalties. 
The Commissioner applied the net- 
worth method in determining deficien- 
cies against the taxpayer for the years 
1946 through 1951. He also assessed 
the 50% fraud penalty for each of the 
years and the 25% delinquency pen- 
alty for 1949 and 1950, for which 
years no returns were filed. The tax- 
payer claimed that the opening cash 
figure used by the Commissioner in 
the net-worth computation was under- 
stated. She contested the deficiencies 
for only two years but disputed the 
fraud and delinquency penalties. She 
said she had employed a Jacksonville 
“public bookkeeper” to take care of 
filing returns. The jury’s verdict was 
for the taxpayer on each point. Rodd, 
DC Fila., 12/14/55. 


Commissioner must give effect to “black 
market” purchases. In determining the 
amount of unreported taxable income 
of a hardware manufacturing business 
owned by a self-educated CPA, the 
Commissioner properly considered all 
deposits as additional business receipts 
in the absence of a satisfactory explana- 
tion to the contrary. The Commissioner’s 
acceptance of book figures on purchases 
was improper since the books did not 
reflect “black market” and “grey mar- 
ket” purchases of steel from 1944 to 
1947. Book figures on cost of materials 
used was accepted, but book inven- 
tories were adjusted. Fraud penalties 
were upheld. Meyers, TCM 1955-312. 


Net worth of gambler determined. Re- 
sort to the net worth method to com- 
pute a gambler’s income was wholly 
justified where the books were not com- 
plete and did not accurately show the 
income received from gambling. How- 
ever, the court concluded that to op- 
erate, taxpayer was required to have 
on hand more cash than the Commis- 
sioner credited him with. It also found 
that the taxpayer operated a gambling 
club not as sole owner but in partner- 
ship with others, and adjusted the net 
worth accordingly. Fox, TCM 1955-310. 


Betting commissions set at 2% (rather 
than 15%) of total collections. Tax- 
payer was a member of a partnership 
in the business of placing bets on race 
horses for customers on a commission 
basis. It had destroyed its daily recap 
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sheets but kept daily summaries in its 
permanent records. The Commissioner’s 
reconstruction of income by taking 15% 
of gross collections was considered 
grossly excessive; a 2% commission on 
all business was deemed proper in the 
absence of more definite records. Mar- 
cus, TCM 1955-298. 


No fraud penalty; sufficient data was 
given to CPA. Taxpayer conceded the 
correctness of the deficiencies deter- 
mined under the net worth method, but 
challenged the 50% fraud penalty on 
the ground that all the books and rec- 
ords were furnished to a CPA who had 
the sole responsibility for preparing re- 
turns to reflect true income. It was ad- 
mitted that the data furnished was suf- 
ficient to prepare proper returns al- 
though it would have entailed a very 
considerable amount of work. The 
charge of fraud was not sustained. But 
since taxpayer omitted from gross in- 
come an amount in excess of 25% of 
the amount stated in the returns for 
1944-1947, the 5-year statute of limi- 
tations period was applicable. Hart, 
TCM 1955-313. 


No fraud in failing to amend return to 
correct accountant’s error. Taxpayer's 
accountant carried a sales total from 
one page to the wrong column on the 
next, omitting thereby some $50,000. 
After the return had been filed he dis- 
covered the error, prepared an amended 
return, and told the taxpayer he should 
file it. Taxpayer never did. The Tax 
Court refuses to sustain fraud penal- 
ties. Taxpayer had no duty to file an 
amended return; doing so would not 
cure fraud, if any, in the original. 
Broadhead, TCM 1955-328. 


Evidence is sufficient to warrant finding 
of fraudulent intent. Taxpayer was 
found guilty of criminal fraud for sub- 
stantial understatement of income. He 
contended that his many duties and 
constant absence from the office re- 
sulted in the omissions of income and 
there was no intent to evade taxes. 
The court held that the evidence was 
sufficient to warrant a finding by the 
jury that the omissions of income were 
the result of a fraudulent intent. The 
evidence against the taxpayer included 
failure to supply the person preparing 
his tax returns with all his books and 
failure to report purchase discounts 
and_ specific commissions received. 
Canton, CA-8, 10/20/55. 
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VELOPMENTS IN 





Assessor's 


good guide for estate 


E WERE INTRIGUED by Alfred 
W Howe’s recent comments in the 
Assessor's News Letter on valuation of 
commercial land. He was speaking to 
tax assessors, but it seemed to us the 
methods he described might’ well be 
used in valuing property for estate-tax 
purposes, gifts, or valuation of corporate 
assets to determine stock value. Mr. 
Howe, who is district Supervisor of As- 
sessments, State Department of Taxa- 
tion, Milwaukee, Wisconson, _ said, 
among other things, the following: 

In the field of assessment work, or 
the mass appraisal of real estate, it was 
recognized quite early that uniformity 
of method was of great importance. 
Several methods were originated to try 
to work out by mathematical formula 
the comparative relationship between 
parcels of different width, depth, on or 
near a corner, side alley influence, etc., 
within a block after a front foot unit of 
value had been adopted for that block. 

Depth factor tables have been in use 
by assessors for many years. The theory 
on which all depth factor tables are 
based is that the land at or near the 
street frontage is more desirable and 
valuable than that at a distance from 
the street frontage. Corner influence 
tables are also widely used, based on 
universal agreement that for certain 
purposes a corner lot has definite ad- 
vantages over an inside lot fronting on 
the same street. 

Before any of these depth factor or 
corner influence tables can be used, it is 
necessary to first adopt a unit of front 
foot value. A fundamental procedure is 
to establish such a unit through analysis 
of sales data. In areas where sales data 
are not available it may be necessary to 
use a comparative approach. In making 
comparison it is highly important that 
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methods in land valuation a 


and co rporate assets 


the properties being compared are as 
nearly identical as possible. 


Capitalizing-income method 


Another method is to capitalize net 
income or, where improvements are in- 
volved, to use the land residual method 
of capitalizing net income. One reason 
why it is necessary to use the capitaliza- 
tion of income method is that in the 
built-up commercial centers we are often 
unable to determine the land values 
properly until a study of income has 
been made and transmitted into value. 
Few sales are usually available for study, 
particularly in the intensive downtown 
shopping area. Likewise, in the older 
mercantile districts, where the buildings 
are from 50 to 75 years old, capitaliza- 
tion of income provides a satisfactory 
method for arriving at the value of 
buildings where obsolescence has af- 
fected the market value. 

In such cases it is necessary to use 
the land residual method to arrive at 
the proper land value, and, while there 
are drawbacks to this method, par- 
ticularly where the buildings are not 
suitable improvements to the site, it is 
possible to secure sufficient evidence to 
aid in selecting the proper land values. 
The rents actually paid reflect the vari- 
ous factors of location, size and shape, 
transportation, parking facilities, etc. 

It is not suggested that the income 
method is the only approach to use in 
appraising income property. The avail- 
able sales should be studied for com- 
parative purposes. The replacement cost 
of the buildings should be computed 
and depreciated to arrive at the physi- 
cal value. All available information 
should be gathered as to leases, ground 
rents, individual store rents, asking 
prices, etc. The opinion of qualified 


people such as realtors, private apprais- 
ers, and merchants on the street should 
be sought. If traffic counts are avail- 
able, they should be studied, as it will 
be found that land values are highest 
where the pedestrian traffic is the 
greatest. 

The first step in using the income 
approach to value would be to obtain 
data so as to compile a gross income and 
operating expense statement. The major 
part of the information as to income and 
expenses can be obtained from the 
owner’s accounting records, or from in- 

come tax records. This information 
should be checked in the field as con- 
ditions may at times change. 

A period covering the past three to 
five years is usually selected and the 
income and expenses averaged for those 
years. This would be satisfactory if in- 
come and expenses were relatively sta- 
ble. If the trend, however, is upward or 
downward, as shown from the historical 
record, it would be proper to give more 
weight to the latest year or years. The 
only reason for using past income and 
expense information is that it may be 
good evidence as to what can be ex- 
pected in the future. It is future in- 
come, however, that the prospective 
buyer is purchasing. The proper income 
and expense statement would therefore 
reflect what could reasonably be ex- 
pected in the near future. 

The actual income being received 
from a property as reported by owners 
or agents in many cases requires adjust- 
ment in preparing the income statement. 
The property may be rented at a figure 
higher, or lower, than the average paid 
for similar space by others. One need 
not be bound by actual rents received 
on a month-to-month basis as they can 
change very quickly. There will also be 
found a variation in rents paid due to 
the bargaining ability of landlord or 
tenant. Leases may have been drawn 
up at different times and under condi- 
tions other than those which currently 
prevail. Abnormal rents should be ad- 
justed to prevailing normal rents. 


Effect of owner-occupancy 


When the property is occupied by the 
owner, or partially occupied by the 
owner, it is necessary to estimate the 
rent to be charged for the space occu- 
pied. This can be done by comparison 
with other similar space for which the 
rental is known. Another method, where 
a business is being operated by the 
property owner, is to estimate the rent 
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by taking a percentage of the gross 
sales, which experience has shown can 
be paid in rent for that particular busi- 
ness. Percentage tables have been pre- 
pared by such organizations as the Na- 
tional Cash Register Company and also 
appear in appraisal manuals such as 
MeMichael’s. The National Real Estate 
Journal magazine also shows such in- 
formation in one of their issues annually. 
These percentage tables must be used 
with caution, as they are most reliable 
where location is of prime importance 
in producing sales, and would not apply 
as well in neighborhood shopping areas, 
or where the business is of a personal 
service nature. 


Effect of vacancies 

The question will be raised as to what 
allowance should be made for vacancies 
and uncollected rents. If the average 
actual income received for three or four 
years is being used, it would automati- 
cally reflect any vacancies or bad debts. 
If future rents are being estimated, it 
would be necessary to make some allow- 
ance, say from 5% to 10%. In the case 
of long term leases to responsible ten- 
ants, no vacancy allowance should be 
made. 

After completing the operating ex- 
pense statement, the operating expenses 
are deducted from gross income; the 
balance would be the net income before 
provisions for taxes, interest and depre- 
ciation. 

The actual income being received un- 
der long-term leases which have many 
years yet to run should be used even 
though the lease may have been made 
under conditions other than those exist- 
ing at present, because the prospective 
buyer will be bound by the terms of the 
lease and the income would not be 
changed. This is particularly true of 
99-year leases. 

After the gross income figure to be 
used has been determined, the next step 
is to study the statement of operating 
expenses. Here, too, it will be found 
necessary to make adjustments in many 
cases. The cost of “repairs” as reported 
seems to be the most unreliable. Items 
are charged to “repairs” which should 
have been capitalized and depreciated. 
teplacement of heating plants, new 
roofs, added insulation, new store fronts 
and major remodelling jobs are not 
properly chargeable to operating ex- 
penses. Repairs should consist of all 
normal annual expenditures necessary 
to keep the property in good condition 


so that it will continue to produce the 
maximum income. 


Other expenses 


Other annual expenses, such as may 
be incurred for heat, light, water, gas, 
fuel, janitor wages and supplies, insur- 
ance, pest extermination and other ex- 
penses, are usually accepted as reported. 
Interest paid is not a part of operating 
expenses and must not be included. It 
is assumed that the property has re- 
ceived normal management. 

It will also be found in some cases 
that the owner is deferring maintenance. 
From the operating experience of other 
properties it will be known what the 
ratio of operating expense to gross in- 
come is for the different types of prop- 
erty. If the expenses shown are less than 
the average, one need not hesitate to 
raise them to what is considered a nor- 
mal figure. 

There does not appear to be a hard 
and fast rule as to allowance for man- 
agement, but 5% of gross rent may be 
proper, even if not shown by the owner, 
where the property is of such size as to 
warrant more than ordinary attention. 
It is less usual to allow management 
fees, for instance, where the owner lives 
in a second floor apartment and rents 
out the ground floor. 

The real estate taxes are not included 
in the operating expense statement, but 
are provided for by adding the full value 
tax rate into the gross capitalization 
rate. The reason for this is that taxes 
have been calculated on an assessed 
value, the correctness of which has not 
been determined. The object is to find 
the full value of the property in ques- 
tion. This provision is sufficient to pay 
taxes on the full value of the property 


Table I: STANDARD TYPE PROPERTY 


Improve- 
Land ment 

1. Best. Intensive 

downtown shop- 

ping district. Best 

tenants, long term 

leases. 4*/2-5% 6% 
2. Good. Principal 

secondary shopping 

areas. 5-5'/2% = 6-6'/2% 


8. Average. Neighbor- 
hood shopping 
areas on fringes of 
above districts. Side 
streets predomi- 
nately residential. 

4. Declining. Older 
areas. Declining 


5-6% 6-7% 


rents. 6-7% 7-9% 
5. Definitely blighted 

areas. Future very 

uncertain. 8% 10-13% 
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as determined by the appraisal. 

The deduction of operating expenses 
from gross income leaves the net income 
which is to be translated into market 
value. This net income was earned in 
part from the use of land, and in part 
from the use of improvements. 

After preparation of the income and 
expense statement, the next step would 
be to select a full value tax rate, an in- 
terest rate and a depreciation rate based 
on the estimated remaining life of the 
building. The capitalization rate on land 
will include interest and the full value 
tax rate. On buildings it will include in- 
terest, the full value tax rate, and a de- 
preciation rate based on the remaining 
life of the building. 


Capitalization rate 


The selection of the capitalization 
rate is an important one. The rate se- 
lected for a fair interest return depends 
upon the stability of income, the con- 
tinuity of such income, and the risk in- 
volved. As a guide, the capitalization 
rates have been set up for different situa- 
tions or area locations are shown in 
Table I: 

Since the assessor is required to place 
a separate value on land and improve- 
ments, the land residual method or 
building residual method is best adapted 
to that purpose. In the land residual 
method, the building value must be 
known. In the building residual method, 
the land value must be known. 

The land residual method requires all 
charges against the building value (in- 
terest, depreciation and taxes) to be de- 
ducted from income; the balance of the 
income is earned by the land. This sum 
is then capitalized (interest and taxes) 
to find the land value. In the building 
residual method, the process is reversed. 
The charges against land are deducted 
from income; the balance is capitalized 
to find the building value. 

In the case of properties where there 


Table Il: STRAIGHT LINE 





CAPITALIZATION 
SS eee ee $2,150 
Less operating expenses........... 525 

$1,625 
Building value $10,000 (repro. cost 
less depr. ) 
Annual charges against building., 
EI /GUD svc cccaveccegunreeiie $1,250 


(Interest 6'/:%, Taxes 3%, Depr. 
3% ) 
Earned by land 


$375 Capitalized @ 8'/2% = land 
DUNE. .0 or000dennsanerinan $3,830 
(Interest 5*/2%, Taxes 3% ) 
22’ Lot = $173.50 per foot. 


$ 375 
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is little or no income left after the 
charges against the land have been de- 
ducted from income, it is very likely 
that the building is not worth its physi- 
cal value, and the building residual 
method must be used. 
An_ illustration of 
shown in Table III. 


Table Ill: STRAIGHT LINE 


this method is 


CAPITALIZATION 
Stores—Apartments—Theater, Small Store 
Building 
Rane ‘Anon. od side sda i's oS aban $22,500 
Less operating expenses......... __ 9,000 

$13,500 


BAe VOING oes bc cous $46,500 
Annual charges against land, 8'/2%.$ 3,950 
(Interest 5’/2%, Taxes 3% ) 


Earned by building $ 9,550 
$9,550 Capitalized @ 12'°/2% = 
Peilbing WRINS. 6 64.45 Haeeue $76,500 
(Interest 6'/2%, Taxes 3%, 


Depr. 3% ) 

The properties here discussed have 
been such as are found in commercial 
districts. The same principles hold true 
for apartment buildings, except that in 
the case of furnished apartments, a de- 
duction should be made from gross in- 
come for the use of personal property. 

The capitalization method of arriving 
at value from a consideration of income 
is not merely a mathematical problem 
to be worked out, but requires consider- 
able good judgment on the part of the 
appraiser. Special type properties, such 
as theaters, hotels, etc., require some 
variation from the interest rates applic- 
able to standard type properties. 


Non-conforming use 

There will be parcels of land where 
special unit land values will be neces- 
sary for the non-conforming use prop- 
erties. This would be such property as 
filling stations, stores and apartments or 
other commercial uses located in an area 
zoned for residential use. 

The extent of the differential in the 
front foot unit of land value for a com- 
mercial use in a residential area must 
depend upon the nature of the business 
and the degree of use. A small corner 
grocery store would not have the same 
degree of land use as would a filling sta- 
tion. Therefore, the unit for the grocery 
store would be higher than for a resi- 
dence, but not as high as the unit for a 
filling station. 


Transitory area 


Land values which require special 
consideration are found in an area where 
the growth of commercial use has en- 
croached upon what was primarily a 
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residential area. These areas are usually 
contiguous to the more important shop- 
ping districts. The residences may be 
found to be rather substandard for 
better residential use, but the land has 
developed a potential value for some 
other use. This is land which is in a 
period of transition to a higher use. 

The commercial development will sel- 
dom be immediately completed but is 
usually spotty. Residences and commer- 
cial buildings will be intermingled. Ulti- 
mately a fully developed commercial 
area may emerge, but the period of 
transition may be lengthy, and possibly 
a full commercial development may 
never be realized. 

The area may have been originally 
zoned for commercial use or changed to 
permit erection of commercial struc- 
tures. The liberalization of the zoning 
law may in itself create value as the 
possibility of commercial use will be an 
advantage which did not previously 
exist. A demonstrated demand, however, 
must exist before any value should be 
added because of a change in zoning. 
If the area is in the active transitory 
stages there will be sales evidence to be 
found. An analysis of the sales informa- 
tion data will enable one to determine 
proper land values. The use of income 
as previously outlined will also be of 
assistance. 

The question will arise as to whether 
it is practical to have more than one 
front foot unit of value within a block. 
From a theoretical viewpoint it is proper 
to do so. If all land is to be valued at its 
highest and best use for commercial 
purposes, then some of the existing 
structures would have to be classed as 
under-improvements, with a possible re- 
duction to be made in the building 
value. It would seem that a residential 
structure located on land valued for 
commercial purposes would have to be 
considered as an under-improvement. 
The summation of land and improve- 
ment values should not result in a value 
in excess of what the property is worth 
as a whole. If one is buying a residen- 
tial property to use the land for com- 
mercial purposes the building would no 
doubt be wrecked. 

The preparation and use of land value 
maps are necessary in correlating and 
blending unit front foot values into a 
sound and smooth working arrangement. 
It then becomes possible to make com- 
parisons between the various blocks of 
relative value to obtain the utmost in 
uniformity. 


A workable arrangement in preparing 
such a map would be to first record 
thereon all pertinent data as to sales, 
leases, unit values from income, etc. 
Tentative front foot units would then be 
established for each block. These tenta- 
tive unit values would then be reviewed 
and adjustments made to blend the 
whole into a homogeneous mass. In- 
dividual lot values would then be deter- 
mined using the front foot unit depth 
factor corner influence tables, etc. Ad- 
justments will have to be made in in- 
dividual lots for unusual shape, size or 
topography. 

Land values are not static, but are 
subject to change. The change in value 
may be slow, but over the years it is cer- 
tain that some areas will be advancing 
in value while others are receding. 
When the proper land values have been 
determined, they will serve their pur- 
pose for some time. The position should 
not be taken, however, that they can- 
not be changed. Some areas through a 
change in zoning or development may 
change in value very quickly. The 
assessed values should be kept in line 
with changing conditions. ¥ 


Federal-state cooperation 
adds to state tax revenue 


AN INCREASING NUMBER Of states are 
comparing federal tax returns (in photo- 
stat or on microfilm) with citizen’s 
state tax returns for the same period 
and finding they make more money by 
doing so. California has collected $500,- 
000 (for an expenditure of $200,000) 
in comparing returns for 1953; Wis- 
consin, which devoted three years to 
checking 1950 returns, took in $500,- 
000 at a cost of $80,000. * 


Study of real estate 
taxes for Pennsylvanians 


A RECENT ISSUE of the University of 
Pittsburgh Law Review (Vol. 16, page 
360) contains an interesting and thor- 
ough article by Guy L. Warman on real 
estate transfer taxes in Pennsylvania. 
Mr. Warman discusses particularly the 
applicability and constitutionality of the 
real estate transfer taxes imposed, or 
being imposed, by many political sub- 
divisions in that state. Buyers and 
sellers of Pennsylvania real estate, their 
attorneys and accountants, should find 
it valuable reading. * 
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NEW DEVELOPMENTS 


ayroll taxes 


EDITED BY PETER G. DIRR 





Final sick pay witholding regulations 


issued and simplified: 


( YONGRATULATIONS are due to the 

4 Treasury Department for the fine 
job done in promulgating final sick pay 
withholding Regulations as evidenced 
by T.D. 6155 dated December 29, 1955. 

These final Regulations apply to sick- 
ness benefits paid on or after January 1, 
1956, including any such benefits which 
apply to an illness begun in 1955. Of 
particular interest are these provisions: 
1. The employer can decide for 
himself whether or not he should with- 
hold income taxes on exempt sick pay. 
For employers who decide not to with- 
hold their records must show: 

a. The amount of each sickness pay- 
ment and the portion of it which is not 
taxable, and 

b. Information necessary to support 
the employee’s right to treat the pay- 
ment as excludable sick pay. Such in- 
formation may be supported either by 
a written statement furnished by the 
employee or any other data which the 
employer is willing to accept to support 
his wage continuations for the period of 
illness. Of special interest is the fact 
that the Regulations clearly state that 
employers will not have to determine 
the accuracy of written statements fur- 
nished by employees. 

2. Regardless of whether or not the 
particular payment is exempt, no with- 
holding is to be made by any other 
party as to amounts paid on behalf of 
an employer. Thus payments made by 
companies, union welfare 
trusts, etc., are neither subject to with- 
holding nor reportable by the payor. 

3. The employer need concern him- 
self only with the payments he himself 
makes, or, if he does elect to withhold, 
he can combine his direct wage pay- 
ments with other payments made on 
his behalf, such as those by an insurance 
company or a union welfare trust. 


insurance 


a good job 


4. All employers, whether withhold- 
ing tax or not, must keep records to 
show: 

a. The beginning and ending dates 
of each absence covered by the sickness 
payments, and 

b. Information to establish the 
amount and weekly rate of each pay- 
ment. 

5. 1956 withholding payments will 
include in Total Wages only those sick- 
ness payments paid directly by the em- 
ployer without considering whether or 
not tax was withheld. 

Many months have elapsed since the 
first proposed Regulations were pub- 
lished in September 1954, but the cur- 
rent version was well worth waiting for. 
Employers now need wait only for the 
final Regulations relative to the substan- 
tive provisions of Section 105 dealing 
with such matters as: 

1. How to allocate costs between em- 
ployers and employees. 

2. What is a work day. 

3. What is hospitalization. 

Proposed Regulations in these areas 
were published last March and a hear- 
ing was held in Washington last June 
23rd, but as yet the final Regulations 
have not been promulgated. 


Employers who withhold 
need compensation 


THE MOST IMPORTANT DISADVANTAGE 
as I see in the proposed New York State 
personal income-tax withholding is the 
increased administrative cost which it 
will place upon the employer, says 
Albert G. Preston of General Electric. 
The employer is now furnishing infor- 
mation returns to the State and these 
returns would still be required. In addi- 
tion the employer would have to make 
a deduction from each pay check, bal- 
ance these deductions for a quarter of 
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a year for each employee, obtain cer- 
tificates of exemption for each employee 
and keep them up-to-date for any 
change in status. It seems to me that 
employers would have a_ legitimate 
complaint on this score. If the employer 
is to become, in effect, a tax enforce- 
ment agency for the State, it seems only 
equitable to spread the cost of tax en- 
forcement equally over all taxpayers 
rather than to a special group of tax- 
payers. To accomplish this, the State 
could reimburse the employer for some 
part of the cost of compliance with the 
withholding provisions. If, for example, 
the employers were compensated at the 
rate of 1% of the amount withheld 
from their employees, the amount of 
compensation would, in my opinion, 
probably not exceed the cost which 
they would incur. It would tend to 
spread the cost among all taxpayers. 
Although there is no precedent for 
compensation of this type to my knowl- 
edge, a number of states compensate 
retailers for collecting sales and use 
taxes and New York State compensates 
distributors for collecting the gasoline 
tax. Such a measure would, in my 
opinion, be equitable to both the em- 
ployer and to the State. It would go 
a long way toward solving the problem 
of the mounting cost imposed on busi- 
nesses of compliance with state and 
local tax laws. Since New York prides 
itself on being a progressive and for- 
ward looking state, I think New York 
might well set an important example 
for other states in this respect. vr 


Politics doesn’t pay, 
says Alabama court 


CLAIMANT requested a leave of absence 
from his employer to permit him to cam- 
paign for the office of County Court 
Clerk. When the leave was refused as 
being contrary to company policy, he 
left his position and conducted his cam- 
paign, was Eight 
months elapsed between the time of 
his election and his taking office as 
County Court Clerk. During this time 
he applied for unemployment insurance 
benefits and was denied them on the 
theory that he had left his job volun- 
tarily without good cause attributable 
to his employer. Furthermore, the 
court held that since he could only se- 
cure work of limited duration, he was 
not in fact available for work. Alabama 
Textile Products Corp. v. Curtis H. 
Rodgers, 4 Div. 257, 9/21/55. * 


which successful. 
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How IRS appellate procedures work 


since reorganization and 1954 Code 


( YHANGES MADE IN IRS appellate pro- 
A cedures since the reorganization are 
being received by practitioners with 
mixed feelings; certain it is that many 
practitioners do not like the present 
arrangement. This was amply revealed 
in the survey of IRS functioning since 
the reorganization made by the Special 
Advisory Group of the Joint Commit- 
tee on Internal Revenue Taxation (see 
3 JTAX 194). The changes are suffi- 
ciently numerous and important to war- 
rant a brief review of the new appellate 
procedures at this time. 

The appellate machinery within the 
IRS might be said to begin at the con- 
clusion of the audit of the taxpayer’s 
return, when the IRS believes an under- 
payment to have been made. 

At the conclusion of the audit, if the 
taxpayer agrees with the findings of the 
examining agent, an agreement will be 
signed and an assessment made. If 
there is no agreement, the examining 
agent will inform the taxpayer in writ- 
ing of his right to an informal confer- 
ence in the Audit Division of the Dis- 
trict Director's office. This is called the 
“Ten-Day Letter” because it grants the 
taxpayer ten days in which to request 
a conference. If desired, the agent will 
furnish the taxpayer with a brief state- 
ment identifying the proposed adjust- 
ments as a basis for his request. If the 
taxpayer fails to make such request, the 
examining agent will proceed with the 
completion of his report, a copy of 
which will be mailed to the taxpayer 
by the District Director undercover of a 
“Thirty-Day Letter.” The informal con- 
ference procedure is not, however, avail- 
able where criminal prosecution is un- 
der consideration. Nor does it preclude 
the taking of appropriate action where 
the assessment or collection of the tax 
are in jeopardy or where in the discre- 


tion of the District Director, the govern- 
ment’s interest would be prejudiced 
thereby. 


Informal conference 

The object of the informal conference 
is to give the taxpayer a greater oppor- 
tunity to reach an agreement with re- 
gard to disputed items prior to the prep- 
aration of the examining agent’s report. 
The examining agent as well as his 
group supervisor will be present at the 
conference. The taxpayer may appear 
in person or be represented by an at- 
torney or other agent. After the con- 
ference, the group supervisor or other 
designated officer is required to prepare 
a conference report. The report will set 
forth, briefly and concisely, the facts 
and conclusions reached with respect 
to each issue. The examination report 
and conference report are subject to 
review in the Audit Division of the Dis- 
trict Director’s Office. If an agreement 
is reached with the taxpayer, this is sub- 
ject to a similar review. After the agree- 
ment has been approved, the tax will 
be assessed or a refund made. 

The rules state their aim to be a final 
determination of each tax dispute at the 
lowest level. This policy is implemented 
by the mandatory nature of the Informal 
Conference. While formerly “Ten-Day 
Letters” were sent advising the taxpayer 
of his right to present his objections to 
the examining agent’s findings, there 
was no provision in the law requiring 
such procedure. In fact, granting an in- 
formal hearing prior to the agent’s re- 
port was purely discretionary. The 
Special Advisory Group to the Joint 
Committee on Internal Revenue Taxa- 
tion points out that the new informal 
conference procedure isn’t new at all 
and that under the old procedure, con- 
ferences before the group chiefs with 


the agent present and before the pres- 
entation of the final report of the agent 
were daily occurrences. It admits, how- 
ever, that this practice was not uni- 
versal because the taxpayer could re- 
quest a conference before the old Con- 
ference Division and get a “real hear- 
ing.” The advantage of the old Confer- 
ence Section, it points out, was that it 
was an impartial tribunal, inasmuch as 
it played no part in setting up the tax 
to which the taxpayer was objecting. 
It sees as another objection to the new 
procedure the absence of a_ record 
showing the issues and conclusions 
reached. This objection, however, would 
seem to be invalid, inasmuch as the rules 
require that after the conference, the 
group supervisor shall prepare a report 
setting forth the “facts and conclusions 
reached with respect to each issue.” It 
further points out that the alleged drop 
in the number of protested cases from 
6.9% in 1952 to 2.2% in 1953 and to 
1.4% in 1954 is purely illusory in that a 
case was formerly said to be “protested” 
when a protest was made to the agent's 
findings and the case was heard in- 
formally by the Conference Section. A 
case is now “protested” only after the 
informal hearing has failed to produce 
an agreement. 


Thirty-day letter 


If an agreement is not reached after 
an informal conference held in the Au- 
dit Division of the District Director's 
Office, the taxpayer is sent a “30-day 
letter” accompanied by a copy of the 
examining agent’s report explaining the 
basis of the proposed determination. 
The taxpayer is advised that he may file 
a written protest under oath in the Dis- 
trict Director’s Office and request a for- 
mal conference with the Appellate Di- 
vision. No particular form of protest 
is prescribed. However, instructions for 
their preparation are sent with the “30- 
day letter.” Failure by the taxpayer to 
make any response within 30 days will 
result in the issuance of a statutory no- 
tice of deficiency from which the tax- 
payer may appeal within 90 days to the 
U.S. Tax Court. 


Employment, excise, taxes 


In cases involving excise or employ- 
ment taxes “30-day letters” are not 
sent. Instead, the taxpayer is advised 
that the tax will be assessed. When he 
is notified of such assessment, he may 
either pay it or file a claim for credit 
or refund or may defer paying it and 
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file a claim for abatement. The taxpayer 
may file with his claim a request for 
consideration by the Appellate Division 
together with a protest under oath. 


Running of the statute 


All of the foregoing procedure may 
be interrupted by the imminent expira- 
tion of the statutory period of limita- 
tions. In such event the taxpayer is re- 
quested to file an agreement extending 
the period. Should he fail to comply, 
he will receive a statutory notice of de- 
The is true where a 
criminal prosecution is under considera- 
tion or where there has been a jeopardy 


ficiency. same 


assessment. 


Settlement conference 

Upon receipt of the protest, it is re- 
viewed by the District Director’s office 
with an eye to the initiation of a settle- 
ment conference. However, if no agree- 
ment can be reached, the case goes to 
the Appellate Division of the Regional 
Commissioner’s Office. 

Where no protest is filed, the Appel- 
late Division will not consider the case 
prior to the issuance of the statutory 
notice of deficiency, and even then the 
acceptance of jurisdiction is discretion- 
ary prior to the filing of a petition in 
the Tax Court for a redetermination of 
the proposed deficiency. Where a pro- 
test is filed, the jurisdiction of the Ap- 
pellate Division is exclusive and final. 
There is no administrative appeal from 
its decision. Even after the filing of a 
petition in the Tax Court, the Appellate 
Division have exclusive 
the case and to have 
custody of the files, which are, however, 
at all times available to the Regional 
Counsel. 


continues to 
jurisdiction of 


Appellate Division 

Proceedings before the Appellate Di- 
vision are similar to those before the 
District Director except that they are 
limited to protested items. Testimony is 
not taken under oath but matter alleged 
as fact required to be sub- 
mitted in affidavit form. Upon the re- 
ceipt of a case by the Appellate Divi- 
sion, it is assigned to a technical adviser 
who reviews the case and notifies the 
taxpayer of receipt thereof and that a 
conference date will be fixed. He sug- 
gests that any additional facts be sub- 
mitted forthwith. When the case is 
reached, a date is set for the hearing. 
If there is a close question of law, the 
taxpayer will be invited to submit a 


may be 


brief. Any material fact presented for 
the first time at this hearing will be re- 
ferred back to the District Director for 
investigation and report. The District 
Director may also be represented at the 
hearing. The “Rules for Conference and 
Practice Requirements” before the Ap- 
pellate Division are to be found in Reg. 
601.106(f). 

The Appellate Division has exclusive 
authority to settle after a statutory no- 
tice of deficiency has been issued or a 
case has been docketed in the Tax 
Court, with certain exceptions. While 
it is true that a taxpayer is entitled to a 
determination on the merits, issue by 
there are instances where the 
parties will never agree, each believing 
that his chances of prevailing before the 
Tax Court are worth a try. Any deter- 
mination in such instance is a “settle- 
ment.” Here there must be concessions 
made by both sides. Rule II (Reg. 
601.106(f)) dealing with settlement 
policy states: “In recognition of the 
difference between abstract theory and 
practical administration, where substan- 
tial uncertainties exist either in law, or 
fact, or both, as to the correct applica- 
tion of the law to the whole record of a 
controversy, the Appellate Division will 
give serious consideration to an offer of 
settlement of the dispute on a basis 
which fairly reflects the strength or 
weakness of the opposing views. How- 
ever, no settlement will be countenanced 
based upon nuisance value of the case 
to either party.” 


issue, 


When setlement is reached 


At the conclusion of the negotiations, 
where a settlement is reached, the tax- 
payer will be required to execute an 
agreement on Form 870 AD in which 
both parties agree that the settlement 
shall be final except in case of fraud, 
malfeasance, or an important mathemat- 
ical error. He may also be required to 
execute an agreement to make prompt 
payment of the agreed deficiency and 
statutory interest. Where the taxpayer 
accepts the determination of the Dis- 
trict Director, he may sign a regular 
870 agreement whereby he preserves 
his right to file a claim for refund of any 
part of the deficiency after the tax has 
been assessed and paid. 

If a settlement is not reached, the 
technical adviser will prepare a memo 
setting forth the pertinent law and 
facts, the arguments of both sides, and 
the conclusions, together with a recom- 
mendation that a statutory notice of de- 
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ficiency be issued. The file will then be 
reviewed by an Associate Chief of the 
Appellate Division. If he agrees, it will 
be noted for the file and the file for- 
warded to the Regional Counsel. Upon 
occurrence of the latter, the Appellate 
Division will issue a statutory notice of 
deficiency or a “90-day letter.” If within 
90 days no petition is filed with the Tax 
Court, the case and its record will be 
returned to the District Director for ap- 
propriate action. If a petition is filed 
with the Tax Court, the case will be re- 
ferred to the Regional Counsel for prep- 
aration of an answer. 

The taxpayer may at this point sug- 
gest a basis for settlement, in which 
event the case is returned to the Apel- 
late Division for action. If an agree- 
ment is reached with the taxpayer 
respecting the issues involved, a stipu- 
lation of agreed deficiency or overpay- 
ment will be filed with the Tax Court, 
upon the basis of which it will enter its 
order. If the issues remain unsettled, 
the case will be referred back to the 
Regional Counsel for appropriate action. 


Effective tax procedures * 


Net effect of new rules 

Actually the new rules have effected 
little change in the appellate procedure. 
Its functions have remained almost con- 
stant except that it has absorbed those 
of the Conference Division. The tax- 
payer is thus afforded a hearing by an 
independent party who had no part in 
the tax arrived at by the Revenue Agent, 
from which the appeal is taken. The aim 
of the Appellate Division, most of whose 
personnel are either attorneys or CPAs 
or both, is to find a defensible and war- 
ranted basis in law for each statutory 
notice issued. 

Following July 1953 when the Inter- 
nal Revenue Service was reorganized, 
the jurisdiction of the Appellate Divi- 
sion in overassessment cases was di- 
minished from $200,000 to $100,000. 
Where any determination of an over- 
assessment exceeds $100,000, it is sub- 
ject to review by the Office of the Chief 
Counsel in Washington. Formerly cases 
of overassessment determined in the 
District Director’s office went directly 
to Washington for post-review. Today 
an overassessment case closed in the 
District Director’s office is first re- 
viewed by the Appellate Division. The 
Appellate Division may now settle any 
civil fraud case with concurrence of the 
Regional Commissioner and without 
concurrence of the Special Agent. The 
Associate Chief of the Appellate Divi- 








188 + The Journal of Taxation * 
sion has full authority delegated to him 
to settle all cases regardless of the 
amount of deficiency involved, while 
prior to 1953 he could only recommend 
settlement to the Chief of the Division 
for his approval. 


IRS adopts tougher attitude 

toward exempt foundations 

THE BLOW-HOT, blow-cold attitude of 
legislators toward tax-exempt founda- 
tions in the last few years is being 
reflected in a severer approach to these 
organizations by the IRS. The Insti- 
tute for Pacific Relations (left-wing?) 
and _ for (right-wing?) both 
lost their exempt status recently; the 
Service ruled that they were “to a sub- 
stantial extent engaged in the dissem- 


America 


ination of controversial and partisan 
propaganda.” 

Basic to the current difficulty is the 
fact that the Regulations are full of un- 
defined terms. Therefore it’s up to the 
IRS to say whether a grant is really 
educational, propaganda, etc., and to 
what extent. There being no objective 
criteria for such determinations, each 
specific case is interpreted as it comes 
up—which means much leeway for in- 
dividual interpretation according to 
how the wind blows on Capitol Hill. 


SBA issues leaflet on 
appealing findings of IRS 

THE SMALL Business ADMINISTRATION 
has issued a leaflet explaining the meth- 
ods by which owners of small businesses 
and other taxpayers may appeal IRS 
findings with respect to their income 
taxes. Appeal Procedures for Income 
Tax Cases is No. 64 in the Administra- 
tion’s series of management aids, and 
may be obtained from SBA field offices. 


No negligence in abandoning 
method agent used 
Ir you ACCEPT a Revenue Agent’s re- 
port, is it negligence not to follow it in 
later years? The Tax Court gave short 
shrift to that argument—and we're not 
surprised. We were surprised, though, 
that the Commissioner tried to collect 
the negligence penalty. Here’s what the 
court said (in Wood, TCM 1955-301): 
“The revenue agent examining peti- 
tioners’ returns for 1944 treated certain 
maintenance items as capital expendi- 
tures rather than expenses. The peti- 
tioners accepted the agent’s adjust- 
ments. The agent’s report was dated 
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June 14, 1945, and respondent argues 
that because petitioners thereafter con- 
tinued to expense certain road mainte- 
nance items an intentional disregard of 
rules and regulations is shown. . . He 
gave as a reason the acceptance of the 
agent’s report disallowing certain main- 
tenance items as an expense. We do 


not think a mere failure to contest ex- 
pense claims in one year bars a tax- 
payer from asserting similar claims in 
a subsequent year. On the record, we 
are convinced no intentional disregard 
of rules and regulations has been shown. 
The negligence penalty for each of the 
taxable years in question is disallowed.” 





New procedural decisions this month 


Commissioner's recovery under 3801 
opens another year for taxpayer. Tax- 
payer had reported capital gain on 
liquidating distributions in 1946 and 
1947. She sued for refund on the 
ground that she had erroneously re- 
duced the basis by distributions in 
1932-1942. She argued that those dis- 
tributions were really dividends. The 
court agreed. It allowed the refund for 
1947 but held that the 1946 claim had 
not been timely filed. It also allowed 
the government’s counterclaim under 
Section 3801 for the tax on the divi- 
dends for 1932-1942. That decision 
was made in 1952. 

Taxpayer here claims that 1946 
should be considered opened under 
3801 by reason of the determination in 
1952 that the 1932-1942 payments 
were dividends and the government’s 
collection of the otherwise-barred tax 
on them. The court agrees. All the con- 
ditions for opening a barred year are 
present. There is no prohibition of 
building one 3801 recovery on another. 
Rosenberger, DC Mo., 11/7/55. 


Reasonable cause for failure to file in 
reliance on _ professionals. [Acquies- 
cence.] The Tax Court held that tax- 
payer was a personal holding company 
because it received a payment from a 
partnership of its stockholders which, 
the court held, was an advance rental. 
However, the penalty for failure to file 
a personal holding company return. 
was improper; the corporation relied on 
the advice of an accountant and at- 
torney familiar with the facts. Amo 
Realty, 24 TC No. 92, acq. IRB 1955- 
52. 


Tax Court's 3-year delay between hear- 
ing and decision not error. The Tax 
Court had found taxpayer failed to in- 
clude over $200,000 paid directly to 
him by customers buying pens from his 
partnership. It also sustained fraud 
penalties. Though deploring the delay, 
this) court finds it not reversible error, 


even though the decision turned largely 
on credibility of witnesses. Starr, CA-7, 
11/2/55. 


Tax levy on pay of armed forces subject 
to Relief Act. The 1954 Code authorizes 
a levy on the salary of members of the 
armed forces to effect collection of fed- 
eral taxes. The authorization does not 
nullify or curtail a deferment of collec- 
tion of income taxes granted by the 
Soldiers’ and Sailors’ Relief Act of 1940. 
Rev. Rul. 55-728. 


Corporate waivers signed after disso- 
lution binding; notice not given. Tax- 
payer argued that she was not liable 
as transferee for corporate taxes be- 
cause the waivers extending the time 
for assessment of tax were signed by 
her as treasurer after the corporation 
had been dissolved under state law. 
The court holds the Commissioner was 
entitled to rely on these extensions; 
notice of liquidation, required by the 
Code, was not filed. Benoit, 25 TC 
No. 79. 


Filing return part of plan of aiding 
evasion; indictment timely. Imholte was 
sales manager of Hayden Motor Sales, 
a corporation dealing in automobiles, of 
which Hayden was president and prin- 
cipal stockholder. Hayden pleaded 
guilty of filing a false return for the 
corporation for 1947 and testified that 
Imholte had joined with him in arrang- 
ing that part of the sales price of autos 
sold should be collected in cash and 
divided between them and not appear 
on the corporate books. Imholte was 
convicted of aiding and abetting this 
evasion. 

He argued on appeal that since he 
was indicted on 2/20/54 and a six-year 
statute applied, no evidence of acts 
prior to 2/20/54 was admissible. He 
had no connection with the actual filing 
in of the 1947 return in March 1948, 
and claimed that the diverting of in- 
come during the year 1947 was beyond 
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the statute. The court held. that the of- 
fense he was charged with aiding was 
the evasion of taxes and not the fil- 
ing of a false return. The evasion was 
finally consummated when the return 
was filed in 1948 and the offense with 
which taxpayer was charged continued 
into that year. The indictment was, 
therefore, returned within the six-year 
period. Imholte, CA-8, 11/1/55. 


Section 3801 does not apply if all years 
involved are barred. Section 3801 of 
the 1939 Code, which mitigates the ef- 
fect of the statute of limitations in cer- 
tain cases, has no application where the 
taxpayer voluntarily seeks to correct an 
error of an earlier year in the next suc- 
ceeding year, after the statute has ex- 
pired for both years. Rev. Rul. 55-738. 


Year not closed; accountant properly 
extended time. Waivers of the statute 
of limitations which were executed by 
taxpayers accountant pursuant to a 
power of attorney are found to be valid 
where the waivers and the power were 
regular on their face, and taxpayer 
failed to affirmatively show any in- 
validity. As there was an omission of 
gross income in excess of 25% of the 
amount reported, the 5-year limitation 
period applies. Williams Estate, TCM 


955-321. 


Must produce records so IRS can de- 
termine whether aides are employees 
or independent. Taxpayer contended 
that certain persons rendering services 
to him were independent contractors 
and not employees for social security 
tax purposes. He refused to let the 
Internal Revenue Agent examine his 
records in order to determine their 
status. Finally, the Agent served him 
with a summons to appear in court, 
where he was ordered to produce the 
records. The taxpayer also argued that 
the examination was unauthorized and 
unnecessary. The court found that the 
Service was entitled to see the records 
to make its own determination as to 
whether the persons involved were em- 
ployees or independent contractors. 
Beatty, CA-8, 11/22/55. 


Petitioner's death doesn’t abate action 
in Tax Court. The Tax Court was not 
ousted from jurisdiction upon peti- 
tioner’s death. There was no substitu- 
tion of a personal representative or 
other appearance on his behalf at the 


hearing. In the absence of any evidence 


to the contrary, the Commissioner’s de- 
terminations of the deficiencies, and his 
additions to tax for fraud, were upheld 
as proper. Yeoman, 25 TC No. 71. 


Agent can subpoena another's records 
only if he shows connection with tax- 
payer. The Commissioner was exam- 
ining the returns of one Frank Brews- 
ter and, in connection with the exami- 
nation, subpoenaed the records of the 
union of which he was president. The 
revenue agent was not satisfied with 
the union officials’ answers, and went 
to court to enforce the subpoena. The 
district court issued a general order to 
the union to produce all its records for 
an unlimited period. On appeal by the 
union, this court holds that the Com- 
missioner must show some specific con- 
nections between the third party’s rec- 
ords and the taxpayer being examined. 
Since no such proof was offered in the 
district court, the case was remanded. 
Local 174, International Brotherhood 
of Teamsters, CA-9, 12/7/55. 


Proceedings against wife dismissed for 
lack of jurisdiction. Deficiencies and 
fraud penalties were sustained against 
the husband, but the proceedings were 
dismissed against the wife, who had 
never executed the petition nor had it 
filed on her behalf. A signature on the 
petition was found not to be hers. Nor- 
witt, TCM 1955-314. 


Taxpayer in pro se appearance failed to 
overcome burden of proof. Although 
taxpayer received $1,500 insurance for 
the fire loss of a rented farmhouse, he 
claimed a casualty loss deduction. He 
also took a deduction for worthless 
stock. Appearing on his own behalf, and 
as the only witness, he failed to intro- 
duce sufficient evidence to determine 
the basis of the property for loss pur- 
poses, and to overcome the prima facie 
correctness of the Commissioner’s de- 
termination of worthlessness. Both de- 
ductions were denied. Snyder, TCM 
1955-311. 


Evidence on unreported income insuffi- 
cient in part. Taxpayers, husband and 
wife, operated retail establishments. The 
Commissioner originally added to their 
joint income as “income from business” 
unexplained deposits of some $34,000, 
of which $17,000 was in controversy. 
Of this latter sum, the court held that 
the taxpayers offered sufficient evidence 
to prove that $9,500 did not represent 


Effective tax procedures + 189 


unreported income. As to the balance, 
they failed in their evidence to over- 
come the presumption of correctness in 
the Commissioner’s determination. Ros- 
kind, TCM 1955-281. 


Proof of overstatement of cost sufficient 
for criminal fraud conviction. Taxpayer 
was in the used-car business. He was 
convicted of criminal fraud on the basis 
of direct proof that the “cost of goods 
sold” figure on his return exceeded by 
about $20,000 the cost of cars pur- 
chased. On appeal, the taxpayer claimed 
that the additional costs were actually 
incurred in cash for commissions, re- 
pairs, and the like, and that while he 
showed a separate amount for these 
expenses on the return, it was sub- 
stantially lower than in other years. 
Nevertheless, in the absence of proof 
that the expenses were incurred, the 
court holds that the verdict was sus- 
tained by the evidence. Eggleton, CA- 
6, 12/3/55. 


Petition dismissed on taxpayer's failure 
to appear. A motion to dismiss tax- 
payer's petition for failure to prosecute 
was sustained where he failed to ap- 
pear. The Commissioner’s determina- 
tions of deficiencies, fraud, and failure 
to file penalties are therefore upheld. 
Williams, TCM 1955-327. 


Increase in amount of refund claim 
proper despite lateness. Taxpayer's 
original claim for refund was for about 
$3,800, but after this action was com- 
menced it sought to increase it to $20,- 
000, claiming an error in computation. 
The court permits this change, even 
though the statutory period for filing 
a claim had expired, because the 
amendment did not change the grounds 
set forth in the original claim. West- 
chester Fire Insurance Co., DC NY, 
11/24/55. 


Form 870TS does not bind either party. 
After taxpayer compromised its 1943 
tax deficiency and signed an 870TS, it 
sued for a refund based on a credit 
for Cuban taxes not involved in the 
original compromise. The Commissioner 
claimed a set-off for an item which he 
had conceded in the 870TS, on the 
ground that he was no longer bound by 
the agreement. The court here denies 
the taxpayer’s motion for summary 
judgment on the set-off. It had been 
held in ruling on previous motions in 
this case that the taxpayer was not 
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bound by the 870TS—it follows that 
the government is not bound either. 
The set-off will have to be decided on 
the merits. Cuba Railroad Company, 
DC NY, 11/18/55. 
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Return not joint though minor income 
of wife included. [Acquiescence.] The 
Tax Court found that a return captioned 
and signed in the name of the husband 
only was not a joint return, even though 
it included some small items of income 
attributable to the wife which arose 
from property held jointly. Brown, 24 
TC No. 30, acq. IRB 1955-52. 


Deficiency notice sufficient if sent to last 
known address; wife not liable on joint 
return if never intended as such. A “90- 
day” deficiency letter sent by registered 
mail to the last known address of the 
taxpayer satisfies the statutory require- 
ment, especially where taxpayer did file 
a timely petition pursuant to such no- 
tice. Taxpayer’s wife was not liable 
“jointly and severally” for the deficiency 
even though the return on its face pur- 
ported to be a joint return. She did not 
intend to file a joint return, the signa- 
ture was not hers, and she never knew 
the return had been filed. Helfrich, 25 
TC No. 51. 


Rulings on replacement of converted 
property handled by district offices. All 
requests by taxpayers for rulings on 
prospective or actual replacement of in- 
voluntarily converted property which 
are received in the Washington office 
after the taxpayer has filed his return 
will be forwarded to the appropriate 
district office, and the taxpayer will be 
so informed. Rev. Proc. 55-14. 


Specifications outlined for substitute 
Forms 1099. The IRS will accept sub- 
stitutes for Form 1099, the report of 
income paid, for filing purpose in lieu 
of the official printed form, if stated 
conditions as to format are met. Rev. 
Proc. 55-13. 


Transferee liability reduced by assets 
returned prior to notice. [Acquies- 
cence.] In the first Tax Court case, tax- 
payer was held liable as transferee for 
her husband’s tax. That decision held, 
however, that the amount of property 
she received (the measure of her lia- 
bility for his tax) did not include $19,- 
000 which she returned to her husband. 
$9,000 was returned after receiving 
notice of her liability. In a revised opin- 
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ion, the court vacates that decision and 
holds that a transferee cannot relieve 
himself of liability after notice by a 
retransfer to the transferor. Noell, 22 
TC 1035, 24 TC No. 35, acq. IRB 1955. 


Wife liable as transferee; annuity given 
her by insolvent husband. [Certiorari 
denied.] Taxpayer was held liable for 
her husband’s unpaid income tax to the 
extent of the value of an annuity policy 
given her by her husband when he was 
insolvent and for the purpose of de- 
frauding creditors. Reinecke, CA-8, 
cert. den. 10/12/55. 


Commissioner cannot charge, directly 
or indirectly, interest or unassessed in- 
terest (old law). In March, 1950, the 
Commissioner sent the taxpayer a de- 
ficiency notice of some $113,000 cover- 
ing 1944 and 1945. On May 8, 1950, 
taxpayer filed a Tax Court petition and 
on May 15th paid exactly $113,000 to 
stop the running of interest. In 1952, 
the Tax Court determined that the re- 


turns understated the tax by only some 
$48,000; thus there was an overpay- 
ment of about $65,000. The Commis- 
sioner paid the taxpayer interest com- 
puted on the $65,000 reduced by some 
$14,000 interest on the $48,000 de- 
ficiency from the due date of the re- 
turns to the date of payment of the 
$113,000, thereby treating the pay- 
ment of the $113,000 as applicable to 
interest then accrued on the $48,000 
deficiency. The taxpayer contended 
that it was entitled to interest on the 
full overpayment of $65,000 and the 
court agreed. Section 3771(a) of the 
1939 Code specifically provides that 
interest is payable to the date of actual 
assessment. In this case, the interest 
was assessed after the Tax Court deci- 
sion; the interest on the overpayment 
used as an offset must be paid until 
that time. The effect of the Commis- 
sioner’s action was to charge interest 
on unassessed interest, a position not 
authorized by the Code. Industrial De- 
velopment Corp., DC IIl., 12/16/55. 





These are the major steps used to 
secure uniformity on technical issues 
among the various regions: 

1. National office rulings are pub- 
lished in the Internal Revenue Bulle- 
tins and copies are provided for use 
of internal revenue agents. 

2. Technical coordinators and as- 
sistant technical coordinators in the 
field offices are charged with the re- 
sponsibility of advising the national 
office of any technical or procedural 
problems which require clarification 
in order that uniform and consistent 
application of the revenue laws and 
policies of the Revenue Service are 
obtained. 

3. Selected cases are post reviewed 
in the regional office. Copies of all 
exception and advisory letters ex- 
pressing disagreement with the treat- 
ment of technical issues in cases 
closed by the district offices are sent 
to the national office for study and 
ruling or other action necessary to 
achieve uniformity. 

4. All informal conference reports 
are post reviewed in the regional 
office. Copies of all informal con- 
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ference reports are also sent to the 
national office for analysis. This 
analysis is also directed to uniform 
handling by all regions (and dis- 
tricts) of like issues. Two teams from 
the national office Audit Division, 
consisting of two men each, visit 
each regional office twice a year and 
take with them copies of the informal 
conference reports for each region. 
They review the reports with re- 
gional offices to insure uniformity on 
technical issues.- 

5. The Appellate Division fur- 
nishes the Audit Division in the na- 
tional office a monthly report of all 
cases in which issues were over- 
looked by the internal revenue 
agents. Regional offices are then 
called upon to explain why such 
issues were not discovered by the 
agents. 

6. Appellate Division action 
memoranda are furnished the re- 
view staff of the district offices. A 
study and review of the memoranda 
are made by the regional analysts 
during their visitation to the dis- 
trict offices. 
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Decisions to lease or buy equipment are 


made no easier by new Revenue Rulings 


by FRANK K. GRIESINGER 


Tax treatment of leased equipment has grown steadily more complicated, uncer- 
tain, and less helpful to the executive or practitioner trying to plan a leasing 
program with certain knowledge of tax consequences. Three recent Revenue 
Rulings have been issued in recognition of these difficulties, yet much uncertainty 
still seems to exist. This discussion is concerned with the businessman’s effort to 
plan intelligently under these new circumstances 


pee POPULARITY enjoyed by equip- 
ment leases during the past two 
years has awakened tax and legal coun- 
selors to the necessity for careful anal- 
ysis of potential dangers facing clients 
using these newer financing and mar- 
keting devices. Publication of Revenue 
Rulings 55-540, 541, and 542 seems to 
have done little to clarify tax treatment 
and consequences of equipment lease 
transactions. Yet a user of machinery 
must replace and acquire equipment; 
his decision whether to lease or buy 
may have substantial impact both on 
conservation of his working capital and 
on his eventual tax liabilities. Similarly, 
a manufacturer of equipment which can 
be marketed either by sale or lease 
must evaluate the effect of current court 
decisions and revenue rulings on his par- 
ticular leasing plan, and also on his fu- 
ture customer relations. Despite the 
confusion of conflicting cases and re- 
strictive rulings, some helpful guide- 
posts have emerged. This summary of 
my own and others’ opinions may be of 
interest to my professional colleagues 
in accounting, law and taxation. For a 
more comprehensive treatment of the 
non-tax (financing and marketing) ad- 
vantages of equipment leasing, see my 
previous article “Pros and Cons of Leas- 
ing Equipment,” Harvard Business Re- 
view, March-April, 1955 

In the early development of equip- 


ment leasing, those of us in manufactur- 
ing recognized the hazards of most 
plans incorporating purchase options, 
but we felt relatively secure in develop- 
ing plans without such options. It 
seemed that under Section 162(a) (3) 
of the new Code, payments made on 
such leases were unquestionably de- 
ductible as expenses. We also felt that 
if there was a genuine intention to lease, 
as evidenced by the lack of a purchase 
option, rental payments could be ap- 
portioned over the lease in any way 
which might fit the capital-conservation 
requirements of the equipment user. 
Naturally, this amounted to “free-wheel- 
ing depreciation,” as one recent writer 
puts it, but substantial amounts of work- 
ing capital were freed by such equip- 
ment leases. 

From a theoretical standpoint, it can 
be argued that flexibility in the charg- 
ing-off of equipment usage cost actually 
benefits the country through helping 
entrepreneurs to expand production, 
thus raising our living standard. Also, 
as the primary advantage of leasing is 
the freeing of working capital for more 
profitable investment elsewhere, it 
would seem that the government col- 
lects more taxes from the resulting prof- 
its. But the government is always 
hungry for funds. Leasing postpones 
taxes, and although such postponement 
may bring heavier tax collections from 


working capital earnings, that possibil- 
ity still seems remote to our tax collec- 
tors. Consequently, in an evident effort 
to eliminate such postponement, Rul- 
ing 55-540 has injected some brand-new 
concepts into the practice of equipment 
leasing. 

In this ruling, the original “intention” 
of the parties is subordinated to other 
“economic” tests. Leases are defined as 
sales if any of several conditions are 
found in the details of the lease. Thus, 
while prior writers have stressed the 
more recent shifting of court decisions 
to the original “intent” of the parties, 
the present rulings seem to hold that an 
“economic” test is the deciding factor. 
The possibility that the lessee is acquir- 
ing equity in the property is beginning 
to take on an importance not previously 
apparent from a casual reading of Sec- 


tion 162(a) (3). 


Equity accumulation 


In a thoroughly-researched paper on 
purchase-option leases,! Scott Lukins 
says: “Where the property is leased out- 
right for a term of years there are usu- 
ally no tax complications, the lessee be- 
ing entitled to a deduction for rental 
payments.” Such a conclusion can no 
longer be supported when we consider 
the impact of Ruling 55-540. While I 
agree with Mr. Lukins’ statement that 
“it is obviously absurd to characterize 
as a sale a transaction in which the op- 
tion is never exercised and the lessee 
never acquires ownership,” the govern- 
ment is doing just that in its recent rul- 
ing. Income-tax examinations may be 
made prior to conclusion of a lease con- 
tract. If the contract contains elements 
in conflict with the provisions in Rul- 
ing 55-540, payments made as rentals 
may be disallowed. The government 
takes the position that equity may be 
established in the lessee if the payments 
are disproportionately large in the early 
years of the lease. Particular emphasis 
is put on leases in which the purchase 
price of the equipment is compressed 
into the basic lease term, with nominal 
renewals thereafter. Such leases result 
in accelerated charge-off of equipment 
usage cost. As Ruling 55-540 was evi- 
dently prepared with _ traditional 
straight-line depreciation concepts as 
guides, such acceleration is deemed im- 
proper by the government. Strictly in- 
terpreted, this portion of the ruling 
jeopardizes the majority of equipment 
leasing plans sponsored by leading 
manufacturers. It emphasizes the im- 
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portance of caution in establishing leas- 
ing plans as marketing devices. 


The Abramson case 

No published writings coming to my 
attention have yet recognized the help- 
ful beacon in the fog of conflicting de- 
cisions and rulings provided by the 
Abramson decision. This case? is perti- 
nent because it concerned a standard in- 
dustrial ten-month rental-purchase con- 
tract, on which the government chal- 
lenged deductibility of rentals because 
of a subsequent purchase. The client’s 
attorney had wisely advised him to 
strike out the purchase-option clause, 
which was done. The evidence estab- 
lished that “any contractor leasing heavy 
equipment could at any time, when the 
minds of lessor and lessee met, agree on 
a sale price to the lessee at a figure 
which would take into account prior 
rentals paid.” Because of the stricken 
option clause and other considerations, 
there was “no evidence that the plain- 
tiff had any title or equity in any of the 
equipment subsequently purchased at 
the time when the rental payments were 
being made by him and deducted as an 
operating expense.” The court went on 
to question “economic tests” as com- 
pared to tests of intent, and quoted the 
Benton case.* The court found that the 
plaintiff had no title or equity in the 
equipment when the rental payments 
were made, and found that the later 
purchase of the equipment, on offer of 
the lessor and its succeeding company, 
did not invalidate the deductibility of 
rental payments. 

This case seems to establish the rights 
of contracting parties to establish a bona 
fide lease, in which the basic rental pay- 
ments are compressed into a period ap- 
preciably shorter than the normal de- 
preciable life of the rented equipment. 
_ It also recognizes the rights of contract- 
ing parties to purchase such rented 
equipment on a reasonable basis consist- 
ent with value and_previously-paid 
rentals, providing that the purchase is 
bona fide and is not pre-existing in any 
form at the time payments are being 
deducted as rent. 

In Revenue Ruling 55-540, the prin- 
ciple of a fair market value purchase 
option is recognized in only the case of 
short-term rentals when rates are quoted 
in hourly, daily, or weekly amounts. It 
would seem that the Abramson case 
may help point the way to further ex- 
tension of this important principle. 

Also, Mr. Lukins has concluded that 
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it would be helpful if a method of “al- 
location” could be found, so that a 
rental payment could be divided be- 
tween actual rent and purchase price. 
In his article, “Considerations in Busi- 
ness Leases,’ Vance Kirby seems to 
negate this suggestion by his footnoted 
comment: “There would seem to be no 
possibility under the present dual con- 
ditions for deductibility to allocate part 
of a single payment to rent and part to 
purchase price; if any part of the pay- 
ment is on account of purchase, the 
whole payment would be denied deduc- 
tibility.” Mr. Kirby refers to the 
Lodzieski case> and his comment on 
“dual conditions” refers to the language 
in Section 162(2)(3) requiring that: 
(1) payments, to be deductible, must 
be made as rents for the use or posses- 
sion of property, and (2) the taxpayer 
must not be taking title to the property 
or acquiring an equity in it. 

Contrary to Mr. Kirby’s conclusion, 
and supporting that of Mr. Lukins, the 
Iowa District Court said in the Abram- 
son case that “the accountants for the 
plaintiffs and the Government must de- 
termine the actual price paid for each 
item of equipment, determining what 
amount of rentals would be treated as 
applied on sales price and carried into 
the price at which the item of equip- 
ment would be capitalized on the books 
of the plaintiff. The amount of rentals 
previously paid, which in the ultimate 
negotiations was applied or credited on 
purchase price of the various items of 
equipment cannot, of course, be allowed 
as a deduction for lease expense, but 
other rental payments for the years in- 
volved, not included in the purchase 
price, are properly allowable deductions 
in the operation of plaintiff's business.” 

The language of the court in this case 
may be helpful in establishing:a_prece- 
dent for future testing of the new leas- 
ing rulings. It is the only case I have 
seen which seems to touch directly on 
the deductibility of rental payments 
made under a lease without a purchase 
option. Its conclusion that rentals in 
substantial amount over a short-term 
period were properly deductible may 
assist lessors and lessees in the interpre- 
tation of possible legal effect of the con- 
trary language in Ruling 55-540. 


Suggestions and conclusions 


Despite the optimistic comment 


above concerning the Abramson case, 
it is apparent that equipment leasing 
should be done only with the utmost 


caution. These specific suggestions can 
be made: 

1. Avoid purchase option leases. 
Case law applicable to equipment leases 
has been concerned almost entirely with 
purchase-option leases. There is no rea- 
son to summarize the ruling cases here 
because of the thorough research done 
by Scott Lukins and Vance Kirby in the 
articles mentioned above. Another 
helpful discussion was issued by the 
Council for Technological Advance- 
ment.® Mr. Kirby, in particular, ably 
summarizes the categories of fact and 
provisions which may result in a lease 
being classified as a sale. In general, any 
lease should be avoided which provides 
for a nominal-value purchase option, or 
which permits application of the rentals 
paid against the purchase price of 
equipment. 

2. Investigate possibility of equity 
accumulations. Even if a lease has no 
purchase option, the new rulings indi- 
cate that it may be classified as a sale 
because of presumed equity accumula- 
tion. Short-term basic leases which com- 
press equipment purchase price into a 
term shorter than normal depreciable 
life of the equipment should be care- 
fully appraised. Some of the possible 
hazards to the lessor and lessee are 
these: 

a. Refiguring of taxes caused by dis- 
allowed rental payments may create 
friction between lessor and lessee, with 
corresponding effect on customer rela- 
tions. 

b. Anticipated profits on disposal of 
used equipment returned from leases 
may disappear if such leases are judged 
sales. This point is particularly impor- 
tant to lease brokers and _ professional 
lessors. 

c. If low rental financing charges 
were’ set in anticipation of used-equip- 
ment profits, those charges may fall 
short of covering actual expenses. 

d. If a particular depreciation method 
has been elected by the lessor, and the 
equipment is subsequently reclassified 
as an asset purchased by the original 
1“Tax Treatment of the Lease with Option to 
Purchase: Is Allocation the Answer?” 11 Tax 
Law Review 65, November, 1955. 

2 Abramson vw. United States decided July 5, 
1955 in U.S. District Court for Southern District 
of Iowa. 72,853 L.H. Fed. 1955. This case was 
appealed by the government, but the appeal was 
later abandoned, and claims for refund to the 
plaintiff's estate have now been filed. 

3 Benton v. Commissioner, 197 F. 2d 745 (5th 
Circuit 1952). 

* See Taxes, January, 1956, page 34. 

5See Steve Lodzieski, CCH December 14, 
173(M), 8 TCM 1056. 

® Memorandum on Legal and Tax Problems in 
Chattel Leases, Council for Technological Ad- 


vancement, 1200 18th St., Washington 6, D.C. 
(1952). 25 cents. 
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about free 
choice of depreciation method by the 
purchaser. Must he use the existing 
method chosen by the original lessor- 


lessee, a question arises 


owner? 

e. If the lease is determined a “true” 
or legitimate lease, the ruling says that 
the lessor’s rental income includes not 
only the amount actually received as 
rent, but also the payments made by 
the lessee for expenses which normally 
would be paid by the owner of the 
This would indicate that 
expenses specifically transferred by con- 
tract from the lessor to the lessee will 
be taxed as income to the lessor when 
paid as expense by the lessee. This 
seems to be based on Regs. 39.23(a) 

10) which refers to taxes paid by a 
lessee on the lessor’s real property. Pre- 


equipment. 


sumably, the lessee will not be allowed 


to deduct taxes paid on another’s prop- 
erty, nor can insurance premium pay- 
ments be deducted if the leased prop- 
erty is insured for the lessor’s account. 
Deduction of maintenance 
covering normal wear and tear is open 
to question. 

3. Lengthen lease terms. As most of 
Ruling 55-540 applies to short-term 
leases, it would seem logical to lengthen 
lease contracts to agree more closely 
with normal depreciable life of the 
equipment. If the lease payments are 
matched to normal depreciation under 
the new options, it would seem difficult 
to upset the properness of the rental 
deductions. Some acceleration of the 
lease payments would seem to be quite 
proper leased equipment 
usually depreciates faster than owned 
equipment. 


expense 


because 
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4. Use professional lessors. Any num- 
ber of protessional lessors are still solicit- 
ing manufacturers, seeking to buy 
equipment outright, then leasing to the 
customer. The transferring of rental 
transactions to the professional lessor 
will relieve the manufacturer of further 
difficulty, as such transactions may be 
treated as outright sales. However, 
future tax problems for the user may 
still remain. The manufacturer must 
evaluate the effect of his sales policy on 
future customer relations. 

5. Manufacture special equipment. 
The government rulings seem to be con- 
cerned exclusively with equipment 
which can either be rented or purchased 
outright. Many manufacturers design 
and construct equipment which can only 
be rented. As no purchase prices are 
quoted, questions concerning the prop- 
erness of rental rates do not arise. If it 
is felt that rental plans offer substantial 
marketing advantages, manufacturers 
may wish to offer equipment for rental 
only, especially in new product lines, or 
in adaptations of existing products. 

6. Use procedure. 
When an important leasing transaction 
is being negotiated, the parties may 
wish to use the pre-clearance procedure 
which exists in the Tax Rulings Division 
of the Internal Revenue Service. Tax- 
payers may ask the Service to rule on 
tax treatment of a specific proposed 


pre-clearance 


transaction, either prospective or com- 
pleted. Such requests should be based 
on the instructions found in Ruling 54- 
572. Time required for answer may vary 
more, de- 
pending on complexity and importance 
of the case. 

7. Comment to the government. Tax- 
payers should make their views on the 
regulation of equipment leasing known 
to the Technical Branch of the Internal 
Revenue Service. The present rulings 
were issued to clarify the handling of 
lease transactions. If these rules do not 
fit the needs of industry, those needs 
should be made clear. An excellent op- 
portunity exists for industry groups and 
associations to present such views, and 


from one to six months or 


the Treasury welcomes opinions from 
such groups, as well as from companies 
and individuals. f 


[Mr. Griesinger is assistant treasurer, 
Lincoln Electric Co., Cleveland. He has 
been an active student of equipment 
leasing for some years, and he has come 
to be one of the country’s recognized 
authorities on this subject.] 
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